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TO COUNTY ASSESSORS AND INTERESTED PARTIES:

ASSESSORS HANDBOOK SECTION 521
ASSESSMENT OF AGRICULTURAL AND OPEN-SPACE PROPERTIES

As announced in LTA 2002/022, the Board has initiated an update of Assessors Handbook
Section 521, Assessment of Agricultural and Open-Space Properties. Enclosed are Board staff's
proposed changes, which reflect recent statutory changes, regulatory amendments, and judicial
decisions. Other revisions are those intended to clarify the existing text and to correct minor
nonsubstantive changes, such as errors in grammar and punctuation. All proposed revisions to
the current 1997 handbook section are indicated on the enclosed draft in strike-out and underline
format. The following are some of the areas that are addressed as part of the update:

Addition of section 423.4 of the Revenue and Taxation Code made under Stats. 1998,
Ch. 353 (SB 1182) regarding farmland security zones.

Amendments to section 53 of the Revenue and Taxation Code made under Stats. 1997,
Ch. 607 (AB 122) regarding Pierce's Disease.

| ssues pertaining to wetland mitigation banks.

Issues pertaining to agricultura conservation easements were indicated in the LTA
announcement as a topic to be addressed in this update of the handbook section; however,
pending legislation and legal opinions preclude staff from presenting text on the topic at this
time.

Interested parties may submit proposed revisions to the language presented in the draft until
October 18, 2002. The proposed revisions should be submitted as alternative text and should
reference the applicable page and line numbers of the draft. Proposed changes to the handbook
section other than those identified in strikeout and underline format on the enclosed draft will
only be considered if they are supported by statutory changes, regulatory changes, court
decisions, or changes to Board publications subsequent to the Board's September 1997 adoption
of the current AH 521. Staff will review the suggested changes submitted and incorporate into
the draft those changes that are deemed appropriate.



TO COUNTY ASSESSORS AND 2 September 3, 2002
INTERESTED PARTIES:

After reviewing comments received from interested parties, the project will proceed as follows:

Staff will distribute an agenda matrix early December 2002 summarizing proposed changes
to the draft.

Staff will meet with interested parties on December 20, 2002 to discuss proposed changes
to the text presented in the attached draft. The purpose of the meeting is to arrive at final
language for the handbook section.

Staff will submit an issue paper and other required documents prior to the Board's Property
Tax Committee meeting in early 2003. The committee will hear discussion on any
unresolved language issues at that time.

If you have any questions or comments regarding this project, please contact Mr. Benjamin Tang
at (916) 324-2720, benjamin.tang@boe.ca.gov. The current handbook section is available on the
Board's Web site (www.boe.ca.gov) or may be purchased from the Property and Special Taxes
Department at (916) 445-4982. This letter and al future letters regarding this project will be
posted on the Board's Web site and can be accessed by way of the following links: 1) Property
Taxes, 2) Property Tax Committee Work Plans, and 3) Other Projects in Process 2002.

Sincerely,
/s David J. Gau
David J. Gau

Deputy Director
Property and Special Taxes Department
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FOREWORD

Agriculture is Californias leading industry, and the promulgation of uniform appraisal practices
for agricultural property is a mgjor concern to the assessment community. Assessors Handbook
Section 521, The Appraisal of Agricultural Properties, was first published in 1969 to assist
assessorsin their valuation of these properties.

In 1965 the Legidature enacted the California Land Conservation Act (CLCA) in an effort to
preserve agricultural lands for the production of food and fiber and to discourage noncontiguous
urban development. The enactment of the CLCA and related legidation created the initial need for
Assessors Handbook Section 521A, The Valuation of Open-Space Property. AH 521A was first
published in 1975 and updated in 1983 and 1990.

Numerous legidative changes made to open-space dstatutes and to other statutes affecting
agricultural properties necessitated an update of both mandathandbooks. In 1997, the two
handbooks were completely revised and the two Fhismandal-combines-the subject matters of the
former AH 521 and AH 521A were combined into one handbook so that it wouldid result in a
more inclusive publication for appraisers.

Part | of this handbook contains the appraisal practices, procedures, and statutes for the assessment
of agricultural properties. The content is sufficiently comprehensive to help beginning, journey-
level, and advanced appraisers in the appraisal of rural properties. Its goa is to assist county
assessors in their valuation efforts and to advance assessment uniformity for this maor property
use-type.

Part Il contains the principles of the special assessment procedures accorded enforceably
restricted properties under section 8, article XI1I of the California Constitution. It is intended as
an aid for journey-level appraisers who are fully cognizant of the appraisal procedures for the
assessment of agricultural property as outlined in Part I. The goa of Part Il is to promote
uniformity in the administration of the open-space appraisal program by county assessors.

This section of the Assessors Handbook was drafted by staff of the Assessment Policy;-Planning;
and Standards Division of the Property and Special Taxes Department_in conjunction with the staff
of the Property Taxes Section of the Legal Department. Board staff met with industry
representatives and staff from county assessors offices to solicit input for this handbook. The
Board originally approved this handbook section in September 1997 and this update in

David J. Gau

Deputy Director

Property and Specia Taxes Department
Date
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DRAFT Chapter 1

CHAPTER 1. INTRODUCTION

Cdliforniahas aland area of 100.2 million acres and is the third largest state in the United States.;
As of 2000, H-centains—an it is estimated that 29 27.8 million acres are devoted to agricultural
production;: Aagriculture is by far the largest single industry in California.

Cdlifornia is the number one dairy and farming state in the nation in terms of the variety of
livestock raised, crops grown, and the total dollar volume realized, even though the crops are
produced on only 2 to 3 percent of the nation's total farming acreage. Beef is one of the state's
leading agricultural exports. -Over-250-Some 350 different commodities are grown in the state,
and California ranks first in the nation in the production of 41 of these commodities. California
produces over 95 percent of the table and wine grapes, raisins, amonds, artichokes, dates, figs,
nectarines, olives, pomegranates, prunes, plums, kiwis, pistachios, apricots, avocados, garlic,
persimmons, and walnuts grown in this country. In addition to these commodities, Californiais a
major producer of cotton, rice, tomatoes, potatoes, cattle, lettuce, strawberries, asparagus,
peaches, melons, onions, milk, nursery products, oranges, chickens, and hay.

California has eight of the top ten agricultural counties in the nation. Severa counties experienced
sharp declines in agricultural production from 1974 to 1997 2000 because of urban encroachment,
thereby reducing California's total agricultural acreage from 35 to 29 27.8 million acres.

The quality of an appraiser's work depends upon the knowledge and application of the forces that
influence agricultural real estate values at the neighborhood, community, regional, and nationa
levels. These forces have been classified into four categories: social forces, economic conditions,
governmental controls, and environmental conditions. The interaction of these forces influences
the value of real estate in the marketplace.

Population characteristics and demand for land are the driving influences behind social forces. An
analysis of the demographic composition of aregion's population establishes the need and demand
for real estate services, or in this case, land for future expansion. Examples of these socia forces
are general population trends and changes in the standard of living.

Economic forces are based on the fundamental relationship between present and anticipated supply
and demand and the economic ability of aregion's population to satisfy thei-its wants, needs, and
demands. Examples of economic forces include significant changes in a community's employment
base, availability of financing, changes in employment and income patterns, and devel opment
levels.

Governmental forces are broadly construed to include political decisions made at all levels of
government and decisions made by the judicia system. The supply and demand of land for red
estate, and its value, are heavily influenced by governmental actions and controls. Examples of

! California Agricultural Resource Directory, California Department of Food and Agriculture, Sacramento,
19962001.
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governmental influences include zoning and building codes, development restrictions,
environmental regulations, and restrictions on cultural practices.

Environmental forces are the most noticeable because they can be seen and include climatic
conditions, quality and condition of soils, water availability, and transportation systems which
provide adequate ingress and egress to specific locations.

An understanding and appreciation of the forces influencing value is essential to the appraisal of
agricultural real estate. The four forces were discussed separately, but they work together in their
affect on values and an analysis of the forces establishes an appropriate background for the study
of agricultural appraisal.

This manualhandbook has three purposes. (1) to define the nature of agricultural real estate; (2) to
discuss and explain the factors that influence the value of agricultural real estate; and (3) to explain
and describe techniques that may be utilized to measure the market value of agricultural real estate.
The appraisal of agricultural properties requires specialized knowledge regarding the
fundamentals of real property vauation, as well as specific knowledge concerning agricultural
practices. The appraiser must be familiar with the fundamentals of rea property valuation as
explained in Assessors Handbook Section501, Basic Appraisal, before undertaking a study of
this mranuathandbook or attempting an appraisal of agricultural property.

Many of the concepts and techniques contained in Part | of this manuathandbook are equally
applicable to the valuation of open-space property. That subject is covered in detail in Part 11.

AH 521 -2 September 19972002
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CHAPTER 2: NATURE OF AGRICULTURAL PROPERTY

Land is basic and is the principal source of mineral, animal, and vegetable substances that sustain
life. The productivity of agricultural land is measured by its capacity to generate food, fiber,
livestock, timber, mineras, and other commodities essential for human existence. The value of
agricultural property is a measure of the total effect of all physical, socia, economic and
governmental forces upon the land and improvements. In the following sections, the attributes of
agricultural property are discussed and the systems ordinarily used to classify such characteristics
are described.

PHYSICAL FACTORS

SoiL

Soil is the basic component of value in agricultural properties used for the production of
agricultural commodities because it is the medium of productive capability. Soil composition in
any one place varies according to its origin, location, and the effects of climate and organic matter.
Sail has both changeable and unchangeable attributes that collectively form the physical and
chemical traits that differentiate the various types.

Significant soil characteristics include texture, structure, consistency, thickness, and soil horizons,
or layers. The various characteristics, together with soil and locational attributes such as depth of
soil, depth to bedrock or root hindering stratum, water holding capacity, and drainage give an
indication of the soil's potential productivity.

Sail layers, often referred to as soil horizons, contain specific characteristics created by the soil
forming process. The soil layers run parald to the surface but fluctuate in depth, thickness, and
have irregular boundaries. The top six feet of soil is the most important layer and contains a
profile broken down into three different layers known as the surface soil, subsoil, and substratum.
The surface soil is generally 6 to 12 inches deep, the subsoil is approximately 4 to 5 feet deep, and
the substratum is approximately 6 to 12 inches deep. The surface soil and subsoil comprise the
solum, the portion of the soil where soil formation is most dynamic and the majority of the soil's
plants and animals reside.

Depth refers to the distance downward from the soil surface to the first plant hindering material
within the soil. Normally, soil is considered "deep” if there is no plant hindering material down to
a depth of six feet. Depth is a crucial factor and dictates crop types for a particular locale.
Shallow rooted crops (grains, legumes, rice) can be raised on fairly shallow soil while deep-
rooted crops (trees, alfafa, safflower) require a deep, well-drained soil. In some instances,
restrictive layers that hinder root development may be ripped or shattered to transform a shallow
soil into one suitable for deep-rooted crops. The layers that hinder plant growth consist of three
fundamental materias. clay, lime cemented hardpans, and iron cemented hardpans. Each of these
layers has distinct physical and chemical characteristics and require different treatments to become
more productive sails.

AH 521 -3 September 19972002 |
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Soil profile refers to a vertical cross section of a soil showing its composition to a depth of at
least six feet. Sail profiles exhibit two distinct characteristics. texture (described below) and
development. Development is the soil-aging process that occurs as different horizons (layers)
within the soil profile acquire distinct characteristics. Development can proceed beyond the soil
surface as finer particulents and soluble materials are leached from the upper layers to accumulate
at lower levels within the root zone. Soil scientists describe soils in terms of the characteristics of
the respective horizons.

The nature of a soil's profileis one of the criteria used for identification and classification and can
be readily applied by appraisers to establish comparability between properties.

The two soil types (primary and secondary) are created by two completely different methods.
Primary soils, found in hills and mountains, are created in place through the decomposition and
disintegration of rocks through physical and chemical action. Primary soils tend to have lower
productivity, although some crops do quite well on this type of soil. Secondary soils are created
more dynamically. Gravity, temperature fluctuations, and erosion created by the actions of wind
and water continually reduce immense masses of rock into soil particles that are washed out into
valleys and plains. The action of moving water is capable of transporting tremendous amounts of
material, and as water velocity decreases, the larger particles drop out first and then successively
smaller particles are deposited. At lower elevations, water runoff from mountains spreads out and
deposits the finest particles of clay and silt.

Particle size largely determines the water-holding capability of any soil. Fine textured soils
(clays, silts, and loams) are capable of storing larger quantities of water than coarse textured soils
(loamy sands and sands). This factor dictates the type of crops best suited to a specific area, the
type of irrigation system, and frequency of irrigation.

Soil structure refers to the arrangement of primary soil particles into aggregates or clusters.
These small aggregates (known as peds) fall into four categories that describe the shape of the
cluster: platy, prismatic, block-like, and spheroidal. The form or shape of the aggregate plays a
significant role in soil productivity. Generaly, spheroid-shaped soils have more space between
aggregates, have greater water permeability, and are more productive. Soil structure varies from
layer to layer and heavily influences the favorability of root growth.

Sail consistency pertains to the strength and nature of the characteristics that allow soil particles
to hold together. Terms commonly used to describe soil consistency (from very loose to extremely
hard) include: loose, soft, friable, firm, plastic, sticky, hard, and cemented.

Stable Characteristics

The texture of asoil refersto the relative proportions of three basic particle sizes: sand, silt, and
clay. Texture is determined by the weight of the three particles after al coarse fragments have
been removed. Soil textural class names describe the various kinds of soil textures based on
combinations of the three particles. There are twelve primary texture classes: clay, silty clay,
sandy clay, silty clay loam, clay loam, sandy clay loam, silt, silt loam, sand, sandy loam, loamy
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sand, and loam. A soil'stexture isits most stable quality over an extended period, athough natural
and man-made forces can alter this characteristic.

Soil dope refers to its deviation from the horizontal; this is expressed as a percent grade rather
than in degree of angle. Thus, a dope designated as 20 percent means that for every 100 feet
horizontally the soil surface rises 20 feet. Not all soil sopes rise evenly, and those that rise
erratically are referred to as undulating.

Sail color can be a good indicator of productivity because it tends to indicate the presence of
beneficial organic matter. Commonly, the darker the soil color the more productive the soil.
However, care must be exercised because in several cases the soil color is merely areflection of
the underlying soil material.

Less Stable Characteristics

Drainage pertains to both the visible drainage patterns on land and the speed at which water moves
through soils. Drainage is affected by the texture of the soil, its profile, and the soil sope.
Practically all drainage problems occur in areas of relatively flat terrain where dense subsoils
(known as hardpan) restrict water movement. High water tables can produce drainage problems,
even in areas of porous soils, and tiling, drainage ditches, or both are employed to improve poor
drainage conditions.

Alkali refers to the three excessive levels of salt concentrations found in soils: saline, saline
akali, and akaine which may be further delineated into white and black alkali. The critica
feature of these designations is the presence and concentration of sodium. If a soil has moderate
concentrations of common salt (NaCl), it can be vastly improved by leaching the salt, through the
application of large amounts of water, to alevel below the root line. If the soil contains moderate
to heavy concentrations of sat, classified as saline alkali, soil amendments such as sulfur or
gypsum are required and should be applied aong with large amounts of water. |If the soil contains
heavy concentrations of salt, classified as alkaline, extensive quantities of both soil amendments
and water may be required to improve the alkaline condition.

An appraiser's interest in the reclamation of akaline soils is based on determination of the cost to
cure the condition and whether anticipated future returns exceed the required investment.

Erosion is the washing or blowing away of soil caused by the action of wind or water. Removal
of a uniform thickness of soil, from erosion, for a particular locale results in a condition known as
sheet erosion. When extensive crevices or washes are formed, the condition is known as gully
erosion. An extraordinary illustration of long term gully erosion was caused by the Colorado
River and resulted in the Grand Canyon. Soil is most vulnerable to erosion when it is bare,
dloping, or disturbed by cultivation. Water or wind moving across the soil picks up and carries
soil particles. When ground cover is present, it protects the particles and tends to hold them in
place. Soil erosion may be repaired, but the cost to cure the condition may be extremely expensive
and long-term benefits may not outweigh the necessary investment.
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Soil fertility relies on the quantity of organic matter and plant nutrients naturally available in a
form that plants can readily absorb. The elements most often deficient in soils include nitrogen,
phosphorus, and potassium. Numerous additional elements are required in lesser quantities for
optimal growth, and soils are occasionally found to be deficient in calcium, boron, copper, zinc,
and manganese. Fertility can be improved through soil amendments or through management
practices that restore and retain sufficient levels of nitrogen, phosphorus, potash, and other plant
nutrients.

The pH factor of soils plays a dominant role in crop selection. Soil with a high alkaline content
severely restricts the types of plantable crops and can make land a virtual sterile wasteland.
Similarly, land with a high acid level tends to secure and hold onto soil nutrients, making them
unavailable for plant use. Many plants are sensitive to either of the two conditions, and plants
cannot be successfully grown unless the soil is modified through soil amendments. Fortunately, in
practically all cases, soil akalinity and acidity can be corrected through the application of sulfur |
and lime, respectively.

Micro-relief refers to the topography of the soil in miniature and includes these descriptive terms:
smooth, hogwallows (humps and depressions), dunes, hummocks (small mounds), and channels.
Land-leveling operations can generally eliminate any undesirable micro-relief features.

Macr o-relief refers to the general slope of the land and includes these descriptive terms:. level,
gently undulating, gently doping, undulating, moderately doping, rolling, strongly soping, hilly,
steep, and very steep.

Classification and Rating

Soil classification consists of grouping soils in an orderly arrangement. There are many ways to
do this, and severa systems of classification are used. The simplest systems are those based upon
individual soil characteristics such as reaction, color, or parent material. More comprehensive
classifications include additional soil properties.

Soil Surveys

The vast mgjority of land in California has been officialy surveyed (inventoried and classified) by
the University of California (UC) and the United States Department of Agriculture, National
Resources Sei-Consvervsation Service (NRSCS). Aerial maps were taken, based on township
and range, and soil typesindicated on the respective maps.

The soil classification system used by UC and the NRSCS is called the series system. Each |
individual soil seriesis assigned a name, often based upon an association with the area where the
series was first identified. To date, over 500 individual soil series have been recognized in
Cdlifornia. Among the more common soils are the Hesperia, Columbia, Panoche, Y olo, Dinuba,
and Stockton series. The soil type refers to the texture of the soil (for example, Hesperia Sandy
Loam), and there are currently over 2,000 identified series type soil combinationsin California.
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The seitssoil classifications contain variations, or phases, and phase identifications are based on
the less stable components of soil: akali, drainage, nutrient level, erosion, and micro-relief.
Where unfavorable conditions exist, due to one or more of these factors, the soil is identified as
such; for example, Dinuba Sand, moderate alkali, poorly drained phase.

Classification By Natural Land Class

The Natura Land Classification identifies soils by physiographic groups based on generd
topographic characteristics, or slope position. Five topographic groups are identified in this
system:

Class A: dluvid fan, or flood plain land, generally situated in valleys. Commonly, the land
is nearly level to gently doping, athough some aluvia soils may be found with more
pronounced slopes.

Class B: basin land usualy situated at the lowest valley floor levels. Theland istypically
flat, or nearly so.

Lower terrace land: usually associated with the perimeter of valley floors and, typically,
gently doping.

Higher terrace land: gently doping to rolling and occupies higher terrain around the
perimeter of valley floors.

Upland: land which is mountainous in character and consists of steep slopes.

Storie Soil Rating Index

The Storie Soil Rating Index system is based on the physical characteristics of soil and its
potential productivity. Additional factors including water, climate, and economic conditions do
not affect the ratings. Any specific rating should be considered as a soil rating only, not as an
indicator of land value.

The system is named for its inventor, Professor R. Earl Storie. The system consists of rating each
of the soil's components. characteristics of the soil profile, texture of the surface, the primary slope
of the land, and other less permanent modifiable factors, then combining the individual ratings for
an overall evaluation of the soil.

It should be noted in this rating system that any one factor can be controlling. For instance, a
moderately affected alkali condition may lower an otherwise good soil to as low as 30 percent

overdl. If the particular condition was modified or cured after the survey was made, the indicated

rating would be erroneous. In another instance, a combination of minor deficiencies of a soil will

compound and result in arather low overall rating.

Whenever soil ratings are examined and used as an aid in estimating the productive capabilities of
land, an appraiser must look beyond just the overall rating and examine al relevant factors for any
specific parcel of property. Soil surveys contain additional relevant information, including crop
adaptability, which can be of considerable importance to an appraiser.
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Natural Resour ces SeH Conservation Service Land Capability

The Land Capability Classification from the Natural Resouces SeH Conservation Service
(NRSCYS) rates land according to its inherent productive capability and the cultural practices
required to maintain optimum production levels. The NRSCS established eight different land
capability classes with characteristics as follows:

Class| soils have few restrictions on their adaptability and use.

Class Il soils have moderate restrictions that limit crop adaptability or that require moderate
conservation practices.

Class 11 soils have severe restrictions that limit crop adaptability or that require stringent
conservation practices.

Class IV soils have extremely severe restrictions that further limit crop adaptability or that
require stringent conservation practices.

Class V through Class V111 soils have severe restrictions that make these soil types generally
unsuitable for cultivation. Restrictions may include extreme erosion, lack of water, high
water tables, inadequate drainage, severe alkalinity, shalow soils, climate, and land forms
that preclude their use for agricultural production.

Classes |1 through V111 include four subclasses signifying particular kinds of soil restrictions
that include the following: (1) subclass "€" indicates that the primary restriction is the threat
from erosion; (2) subclass "w" indicates the primary restriction is due to a specific water
problem; (3) subclass "s" indicates the primary restriction is due to a specific soil problem;
and (4) subclass"c" indicates the primary restriction is due to climatic conditions.

The NRSCS land capability system is a subjective rating that takes into consideration not only the
physical factors of soil, but also considers the availability of water and climatic effects. The
system was initialy designed for soil management and conservation practices; however, each land
capability description contains specific recommendations for farming practices.

CLIMATE

Climate, which includes the elements of temperature, wind, rainfall, and humidity, exerts a
tremendous influence on the productivity and, consequently, value of agricultural property.

Wide variations in mean temperature levels have a significant impact on the length of growing
seasons—those intervals between spring and killing frostsin the fall. Crops such as cotton require
an extended growing season to reach maturity. Climate, along with soils, is one of the crucia
factors in determining where any crop may be successfully grown.

Summer rainfall is notably absent in most parts of California, and many areas do not receive
sufficient rainfall during the winter and spring rainy seasons to sustain crop growth during the
summer months. Consequently, the San Joaguin and Sacramento valleys, as well as the desert
valleys of Imperiad and Coachella, must rely on supplementa irrigation to satisfy crop
requirements.
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wind is like the proverbial two-edged sword and can be either beneficial or detrimental
depending on whether it has a cooling effect or a harmful effect which causes premature fruit drop.
Depending on the particular type of crop and time of year, humidity may aso be either beneficial
or detrimental.

WATER

Cdlifornia has the world's most sophisticated water delivery system that includes a series of
reservoirs and waterways that deliver water to millions of acres of agricultural land each year.
Without this additional source of water to supplement natural rainfall, along with pumps and wells,
much of California's most productive agricultural land would become nearly worthless.

The important characteristics of water include quantity, quality, source of supply, and availability
when needed. These factors are likely to vary significantly from year to year throughout any
specific region. Water conditions are accorded such importance that many agricultural lenders
will decline otherwise qualified customersif awater source is suspect or unstable.

Water Quality

Rain provides the highest quality water for agricultural purposes. However, due to the uncertainty
of rainfal at any given time, additional sources of water are required for productive agriculture.
Irrigation water is generally of lesser quality due to the accumulation of soluble minerals,
fertilizers, pesticides, and other undesirable elements from runoff and other farming operations for
a particular area. Depending on the region, water quality from wells can range from poor to
excellent. Three classes of water quality are identified.

Class 1 water is excellent to good and suitable for most plants under typical conditions.
Class 2 water is good to injurious; it may be harmful to sensitive, nontolerant crops.

Class 3 water is injurious to unsatisfactory, probably harmful to the mgority of crops and
unsatisfactory for al crops but the most tolerant. If water falls into the class 3 category for
any reason (conductance, salt content, percentage of sodium, boron, lead content), it should
be considered unsuitable under nearly all conditions.

Water Quantity

The amount, availability, dependability, quality, and cost of a water supply determine the relative
benefits to be derived from irrigation and directly affect the value of irrigated property. These
factors depend on the source of water and the water rights that affect their usage.

Equally important as water quality is sufficient water quantity, when needed, to support growing
crops. Economic production levels can be achieved in some regions by utilizing annua
precipitation. However, for most areas in California economic levels of production can only be
obtained through the application of sufficient quantities of irrigation water at appropriate times.
There are some regions in California with productive soils where no crops are grown since there
IS neither adequate precipitation nor available surface water, and pumped water is either too
expensive or contains undesirable elements.
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Water Sources and Rights

A dependable source of good quality irrigation water is a crucia element in achieving an
economic level of crop production. ldeally, a property has access to sufficient class 1 water, as
needed, at a reasonable cost. Fortunately, the magjority of California areas capable of productive
agriculture have irrigation water available from federal, state, public/private water projects, water
districts, or individual wells. The vast mgjority of surface water provided for agricultural use
emanates from Northern California, is carried south through a series of waterways, with the cost in
direct proportion to the distance traveled before use.

Surface irrigation water is generally stored and delivered to customers by public and private
irrigation entities through a network distribution of lateral ditches and canals. Typically, the
improvements required to divert the water from the laterals or canals into a farm's irrigation
system is owned by the water company or water district. From the point of diversion, the water
flows into either lined or unlined ditches, buried underground pipelines, or portable aboveground
pipelines.

When available, or permitted, a large percentage of farmlands supplement their surface water
supply with water pumped from individual wells located on or adjacent to the property. While
pumped water quality is generally class 1 and class 2, pumping is not economic in many regions of
California due to the cost of energy and/or restrictions on pumping levels. Because of increasing
demands on the available subsurface water supply caused by population growth and industry
expansion, water levels are expected to continue to recede and the cost to pump water is expected
to continue to escalate.

Water rights to streams, rivers, and tributaries constitute the right to a definite or conditional flow
of water at stated times and in specified quantities for irrigation purposes. A legal right to use
water isimportant to the value of any property and is a factor to be considered in association with
surface or pumped water. Three kinds of water rights exist: riparian, appropriative, and
prescriptive.

A riparian right (doctrine) is based on English common law, giving the owner of land bordering
on a lake, stream, or natural water source the right to use the water on the contiguous land. A
riparian right is created exclusively because the land is situated next to a natural water source, and
the right to the use of the surface water rests solely in the ownership of theland. A riparianright is
not created by water usage, nor lost through nonusage, but can be lost through condemnation,
changes in course of the water source, selling the land adjacent to the water source, and adverse
water usage by owners of adjacent lands. Riparian owners, regardless of the location of the water
source or date of acquisition, are equally entitled to reasonable beneficial use without significantly
diminishing the water quality or quantity. A riparian right is superior to nonprescriptive
appropriative rights. Although riparian rights are created because land and water is adjacent,
riparian rights can be transferred from an original property to another property.

An appropriative right is based on state ownership of the water and congtitutes a lega right to
water flowing in public waterways, if taken for reasonable and beneficial uses in accordance with
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specific local requirements.? An appropriative right entitles the user to a specific amount of water
and frequently to a specific point of diversion, time, place of use, and method of diversion. Older
water rights have priority over more recently acquired water rights (first in time is first in right),
and holders of older appropriative rights are entitled to a full quantity of water before any water is
given to more recent users. An appropriative right can be lost by nonuse, condemnation,
abandonment, or by prescription. An appropriative right is considered a rea property right,
separable from the land, and can be transferred separately. When appropriative rights are
established, it is important to determine their dates of priority and the resultant effects on water
availability to each user for any one year.

A prescriptive right is obtained through the open and adverse diversion of water to which others
have prior rights. If the open diversion of water is continued without interruption for the
consecutive number of years established by state law, a prescriptive right is granted. A
prescriptive right may be lost in the same manner as acquired.

Irrigation Methods and Systems

Ideally, the appropriate irrigation practice would be to provide the correct amount of water
required by crops at any particular growth stage, considering all climatic factors and
environmental constraints. However, irrigation systems lack optimal efficiency, and a portion of
water applied to the soil islost through evaporation, drainage, runoff, and deep percolation.

A proper rate of water application is essential to successful irrigation, and three major factors
need to be considered:

Water requirements of the crop

Water availability

Capability of the soil to retain moisture
An efficient irrigation system should have the capability to deliver the necessary water to meet
plant growing requirements and to compensate for the lost water volume.

Various irrigation methods are in general use throughout California. The following paragraphs
include a brief description of each type.

Wild Flooding

Water is applied to land and allowed to flow without any earthwork to direct the flow or restrict
the water's path. This method is generally only used to irrigate pasture land in mountain areas.
Wild flooding requires a minimal initial investment and little land leveling or land preparation.
This method makes it difficult to regulate the water flow, can result in erosion, and substantial

2 Hutchins, W. A., Irrigation Water Rights in California, Circular 452 (Revised) California Agriculture
Experiment Station Extension Service, University of -California, Davis, 1967.
% Hutchins, W. A., page 298 et seq.
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amounts of water are lost through evaporation, runoff, and percolation. Water costs can make this
type of irrigation expensive.

Border Flooding

Small parallel ridges are formed approximately 30 to 50 feet apart and streams of water flow
dowly between the ridges, soaking into the ground as the water advances. This method is suitable
for fairly level strips of land between ridges and requires a uniform gradient. Border flooding is
particularly suitable for medium soils planted to grains, hay, and alfalfa. This method makes
efficient use of large quantities of water, but the advantages are often offset by the initial cost of
land preparation and water costs.

Basin Flooding

Square basins are formed by making borders a 90° angles, approximately 30 to 50 feet apart,
which are quickly flooded to an appropriate level to achieve deep water penetration. This method
is suitable for deep-rooted crops such as orchards and vineyards and for use on heavy or sowly
permeable soils. Basin flooding is adaptable to different needs based on the required shape,
height, and irrigation configuration. This method applies water quickly and uniformly, and
generally resultsin fairly low operating costs. These advantages may be offset by the initial cost
of land preparation and water costs.

Furrow

Water flows down uniformly spaced furrows, wetting a portion of the surface. This method is
suitable for the maority of soil types and is especialy suited for row crops. Furrow irrigation is
adaptable to different soils and crops by varying the length, width, height, spacing, and size of the
furrows. This method generally results in less water evaporation, uniform watering, and reduced
operating costs; and the land can be cultivated immediately after irrigation. The advantages are
offset by theinitial cost of land preparation and planting, potential soil erosion, and water costs.

Sprinkler Irrigation Systems

Sprinkler systems are in general use throughout California for irrigation, germination, fertilization,
soil softening, and cooling or frost protection. The following paragraphs include a brief
description of each type.

Permanent (solid set): water is applied through permanently installed buried pipelines with
sprinkler attachments. This method is suitable for most soils and crops and furnishes light,
frequent irrigation. Permanent sets provide uniformity of application, minimal soil erosion,
efficient use of water, frost protection, efficient application of fertilizers, and reduced labor
costs after installation of the system. The advantages are offset by water loss in hot or
windy conditions, initial cost of installation, and high water pressure requisite to properly
operate the system. The pipelines, risers, valves, and sprinkler heads are assessable as
improvements.
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Portable (movable pipe): water is applied by means of a portable pipe system consisting of
main lines, laterals, and sprinklers. This method is suitable for most soils and crops,
similar to permanent sets, and also furnishes light, frequent irrigation. A portable system
has the same advantages and disadvantages as a permanent set but provides greater
flexibility in irrigation practices. The portion of the system that is portable, including
portable pumps, is assessable as personal property.

Center pivot (circular): water is applied by means of a pipe system where the line is fixed
at one point and a motor propelled pipeline pivots around the fixed point. This method has
similar adaptability, advantages, and disadvantages compared to permanent and portable
systems. Because of the circular irrigation pattern, however, corners will be missed unless
the system is equipped with a corner irrigation attachment. The portable part of the system
is assessable as personal property.

Whed Line: water is applied by means of an irrigation system that moves through afield,
from one set position to another, under its own power. The wheel line system is composed
of a lateral wheel line, power mover, and mainline. The lateral wheel is typicaly
composed of thick-wall irrigation pipe with large wheels attached so that it may be rolled
through the field automatically (up to ¥2mile). The pipe serves as the axle for the entire
system. The power mover is a gasoline powered engine which rotates the lateral whedl line
so that the entire system can be moved across a field by a single person. The mainline is
connected to the lateral whedl line by flexible pipe or hose, transports the water, and is
perpendicular to the lateral wheel line. Like portable systens, whedl line has the same
advantages and disadvantages as a permanent set but provides greater flexibility in
irrigation practices. The portion of the system that is portable, including portable pumps, is
assessable as personal property.

Drip Irrigation

Drip or trickle irrigation is a system where small quantities of water are usually applied through
polyvinyl chloride pipe (PVC) to perforated tubes and emitters located near the root zone of
plants. This method requires soil with adequate downward and lateral movement for proper water
absorption and is typically used in areas with limited water availability, excessive water costs,
and for intensive cropping patterns. Drip irrigation provides uniformity of application, no soil
erosion, efficient use of water due to minimal evaporation, less water due to placement of emitters
near the root zone, and a low pressure water system. These advantages are offset by a high initia
cost and asystem that is highly automated and therefore requires extensive maintenance.

EcoNomMIc AND SOCIAL FACTORS

MARKETING CONDITIONS

Several important economic factors that affect real property use and consequently value are
classified under the broad headings of markets, transportation, commodity prices, support
services, and financial availability.
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Income from any agricultural operation depends on a ready market for the commodity produced.
The closer a property is located to its immediate marketing or shipping point, the greater the
potential return for the commodity produced. The location of markets has considerable
significance on the value of both large and small operations. For tree fruit operations in the
San Joaquin Valley, citrus operations in the Coachella VValley, row crop operations in the Imperial
Valey, or cattle producers in the Sacramento Valley, the proximity to local distribution and
transportation centersis a significant consideration.

A central concern for agricultural operations is the cost for transportation to markets and
distribution centers. For example, some timber in Northern California cannot be economically
harvested due to the cost involved in getting the commodity to sawmills. Cattle operations cannot
support bringing feeder cattle from long distances because this increased cost must be passed onin
the price of the animal.

The perishability of a commodity is directly related to market distance, and the costs associated
with preservation are either borne by the producer directly as an added expense, or indirectly
through receipt of alower commodity price. Market distance affects not only net income but aso
the selection of agricultural commodities that can be grown economically. A location adjacent to
highways, railroads, or water transportation isimportant for all agricultural operations. Facilities
for transporting the agricultura commodity from production, through processing, through
marketing, to its final destination quickly and efficiently is a universal concern of agricultura
producers.

Commodity prices are affected by externa forces that have a positive or negative effect on
agricultural producers and the consumers of agricultural products. Such externa forces originate
from all levels: international, national, regional, statewide, and county. Such external forces may
include:

Fluctuations in internationa currency that affect the ultimate net return to agricultural
producers.

International trading policies that open or close foreign markets.

Interest rates or changes in the degree of competition for available credit that directly affect
the cost of operations.

Agricultural surpluses or shortages in foreign nations that affect commodity prices.
The weather, which ultimately determines commodity yields, quality, and prices.

The presence of agricultural support services enhances the value of real estate. Agricultural
suppliers of machinery, equipment, seed, chemicals, fertilizer, and irrigation supplies are essential
for the prosperity of areas with productive agriculture. 1n addition, labor, agricultural processors,
storage and drying facilities, canneries, meat-packing facilities, and cold-storage facilities must be
available in sufficient numbers to serve the needs of agriculture. Characteristically, agricultura
suppliers congregate in areas where commodities are produced, and the degree to which these
support services are available may provide a good indicator of land value.
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USE PATTERNS

Conformity with prevailing use patterns generally contributes to property values in agricultura
communities. When a land use differs from the normal land use pattern, the per acre value may
vary from the norm depending on the difficulty of converting the land to prevailing use patterns.

Land use has an important effect on the income earning potentia for any property. By virtue of
this, agricultural production and price statistics are vital to the valuation of agricultural properties.
A large volume of statistical data regarding agricultural production is available for review and
analysis. The United States Department of Agriculture (USDA) annua publication, Agricultural
Statistics, provides data on crop yields and commodity prices for all regions of the United States.
County extension offices usually have recent, relevant crop data, and the Agricultural Statistics
Branch of the State Department of Food and Agriculture publishes an annual report on crop yields
and commodity prices on al regions throughout California. The Natural Resources Se
Conservation Service (NRSCS) and the Agricultural Stabilization and Conservation Service
(ASCYS) aso provide data on yields and prices throughout the state. The University of California
at Davis and Cdlifornia State University, Fresno, both conduct research and provide extension
services regarding cultural practices and statistical data on agricultural production in California.

When analyzing land use patterns, attention must be focused on whether the mgjority of land is
operated by owners or by tenants. Information regarding typical landlord-tenant |lease/renta
agreements for a particular area should be gathered, including whether cash rents or share crop
arrangements are common. The typical percentage arrangement charged for property management
services should also be determined. Information regarding these arrangements are ordinarily
available from the Farm Credit System branch offices, local commercia bankers, ASCS offices,
county extension offices, and colleges or universities.

The type and frequency of property transfers help to determine future land vaue trends for a
particular area. Identification of the parties to each transaction is essential and establishes
whether land purchasers are operators in expansion modes, new operators relocating to the area,
or individuals adapting the land to alternate uses.

CULTURAL, OPERATIONAL, AND MANAGEMENT FACTORS

Cultural and operational factors furnish a general view of current agricultural production for an
area. This information is beneficial in developing income estimates and for comparing a
property's yields with those prevalent for a particular area. If a property's yields or the prices
obtained for its commodities are substantially different from the typica reported, an anaysis
should be made to determine the reasons for the variance. The variance may be caused by the
property's present management.

The effect of property management (method of operation) on both land use and the property
operation is an important aspect of any appraisal. An analysis regarding the competency of a
particular owner-operator may be part of the specific data compiled for an agricultural appraisal.
Management ability varies by individual or company, and where poor management techniques are
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evident, property productivity or net income may be lower. It may be necessary to adjust yield
expectations to reflect likely property management.

LAND USE RESTRICTIONS

Agricultural farmland actualy has two values. One vaue is predicated on its current use as a
producer of agricultural products, and the second value is predicated upon its worth as land for
potential commercial, industrial, or residential development. A federal study commissioned in
1980 determined that agricultural farmland was disappearing (removed from production) at a rate
of approximately three million acres per year. While this figure has been challenged, it is firmly
established that productive farmland is disappearing in California by virtue of continued
development and urban growth.

Economic forces are inclined to progress toward the highest and best use, that use which renders
the most profitable return from the land. To slow this trend, however, state and local government
programs have been established to preserve agricultural land as farmland, similar to regulations
for urban land designed to achieve local public goals of residential, commercial, and industrial
development. These programs include the California Land Conservation Act (Williamson Act),
Farmland Security Zones (Super Williamson Act), agricultural zoning, general land use plans, and
legally enforceable restrictions. The majority of the restrictions are concerned with the
preservation and use of land for specific agricultural purposes, not with distinctions between
permitted uses.

In 1965, the Legidature enacted the California Land Conservation Act (CLCA) in an effort to
preserve agricultural lands for the exclusive production of food and fiber, and to discourage
noncontiguous development. The legidation was an attempt to halt or at least to hinder the
alarming increase in real property taxes on farmland by providing methods for restricting land use
to agricultural purposes._To further these efforts, the L egidature enacted provisions allowing the
creation of Farmland Security Zonesin 1998.

Section 402.1 of the Revenue and Taxation Code® deals with land use restrictions and, in
particular, zoning, recorded contracts with governmental agencies, permits issued by governmental
agencies, conservation easements, and environmental constraints. This section explains that there
is a rebuttable presumption that restrictions will not be removed or substantially modified in the
predictable future and that the enforceable restrictions will substantially equate the value of the
land to the value attributable to the legally permissible use or uses. For a comprehensive analysis
and explanation of the California Land Conservation Act, please refer to Part Il of this
ranuathandbook.

Zoning isthe principal example of state and county police powers that affect land use. Essentially,
zoning refers to the division of land into distinct areas with different use and density regulations.
Agricultural zoning essentially sets aside specific areas for broadly defined agricultural purposes
that include conventional growing crops, timber, grazing, and recreation. Zoning is a legaly

* All statutory section references are to the Revenue and Taxation Code unless otherwise designated.
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binding designation of permitted uses for a respective area based on governmental interpretation of
the public's health, safety, and welfare.

Agricultural zoning varies with each local county and city government and the types of agriculture
conducted in each area. Zoning ordinances normally include the following elements:

A statement of purpose (e.g., preservation of agricultural lands)
Permitted uses

Conditional or special uses requiring prior approval

Standards governing the permitted and conditional uses

A zoning map or other distinct form of identification

Agricultural zoning ordinances differ significantly, but the main point is the extent to which they
limit the encroachment of nonagricultural uses into productive agricultural areas.

Closely related to preserving the land for agricultural use is the preservation of the environment.
Federal and state environmenta laws have a tremendous effect on agriculture because numerous
activities on farms produce wastes or emissions that are potentially detrimental to the environment.
Environmental regulations have atered numerous traditional cultural practices and forced
agricultural producers to adopt new and, in some cases, extremely expensive practices. Two
legidative acts, the Clean Air Act of 1970 and the Clean Water Act of 1972, identified specific
environmental concerns and focused public attention on agricultural practices. Agricultura
producers are no longer permitted to allow unrestricted water runoff from chemically treated
fields, and burning of farm residues or use of smudge pots for frost protection are now subject to
regulation by the Environmental Protection Agency (EPA). Potentially toxic discharges of
chemically contaminated water runoff from farming operations are now subject to close scrutiny,
and chemical fertilizers and pesticides essential for many farming operations can now only be
applied in strict accordance with EPA regulations. In addition, the federal Endangered Species
Act of 1973 and the California Endangered Species Act are environmental regulations that affect
Cdifornia agriculture. These acts impact the ability of agricultural producers to carry out many
long-standing, routine agricultural practices or to maximize the productive capability of the land
due to land use restrictions designed to protect threatened and endangered wildlife species.

SUMMARY

Physical, economic, and socia forces are not separate but must be viewed as interacting in ways
that affect agricultural land values. These forces include soil, climate, and water characteristics,
land use characteristics, area support services, marketing conditions, land use and ownership
patterns, national and international economic trends, governmental forces, and land use and
environmental restrictions.

Soil and climate are two dominant physical characteristics that affect agricultural property values.
Conforming land use patterns for an area create value formation by considering the possibilities
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and limitations afforded by climate and soil. Governmental forces at every level affect the value
of real property through zoning, land restrictions, and commaodity programs. Area services affect
land values through the interaction of markets, transportation systems, support businesses, and
financia ingtitutions.

The best indication of current market value for agricultural properties is still obtained from recent
real estate market transactions—the review and analysis of open-market, confirmed sales of
similar agricultural properties.
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CHAPTER 3: APPRAISAL PROCESS

DEFINITION

Although the appraisal of property for tax purposes includes aspects that are different from private
fee appraisal, the same basic methods and techniques apply to both.

An appraisal is an opinion of value. In order to accurately and systematically arrive at such an
opinion, alogical method of collecting, analyzing, and processing data must be developed in order
to make a sound judgment of the value of a specific agricultural property.

STEPSIN THE APPRAISAL PROCESS

There are seven stepsin the appraisal process:

B1. Definition of the appraisal problem

B2. Preliminary analysis and data collection

H3. Highest and best use anaysis

4. Land vaue estimate

B5. Application of the approaches to value

H6. Reconciliation of value indicators and the final value estimate
B7. Reporting the final value estimate

DEFINITION OF THE PROBLEM
The definition of the appraisal problem contains five steps:

Identification of the property being appraised

Identification of the property rightsinvolved in the appraisal
Determination of the purpose of the appraisal

Establishing the effective date of the appraisal

Obtaining the definition of value for the appraisal

It is necessary to establish the kind of value that is being sought (e.g., market value, ad-valerem
investment value, Hsdrance—insurable value, estate value, Williamson Act value—lending
purpeses), identify the appraisal unit typicaly transferred in the marketplace, determine the rights
being appraised (fee simple absolute, leasehold, leased fee, except for taxable possessory
interests), and ascertain the effective date of the appraisal (for tax purposes it is the date of change
in ownership or new construction if after March 1, 1975, or the lien date for appraisas where
reductionsin value apply).
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PRELIMINARY ANALYSIS AND DATA COLLECTION

The preliminary analysis phase develops a logistical plan for the appraisal. This step includes a
preliminary inspection of the agricultural property and its surroundings; alist of the data, time, and
resources needed; a preliminary estimate of the property's highest and best use; and a selection of
the primary approaches to value that will be utilized.

A competent appraisa is supported by information from the marketplace. This information is
referred to as market data, and all relevant data about the property should be considered, including
primary data collected in the field and data from secondary sources. Market data may be divided
into general, specific, and comparative categories.

Genera data pertain to information about trends in the environmental, social, economic, and
governmental forces that affect property values. Trends occur at the national, regional, community,
and neighborhood levels. Specific data pertain to the subject property itself. For example, both
the parcel and its improvements are examined to gather information regarding their utility, as well
as financial and operating information. Comparative data pertain to the physical, financia, and
operating characteristics of comparable properties that will be used in the appraisal process.

HIGHEST AND BEST USE ANALYSIS

After determining the data requirements and collecting the data, an analysis of the property's
highest and best usein light of market forcesis completed. The value estimate is predicated on the
assumption that the highest and best use has been identified. Under competitive market conditions
there is a strong tendency for property to be used in the most productive manner. The
determination of highest and best use is aso necessary in order to select the comparable sales
utilized in the appraisal process.

LAND VALUE ESTIMATE

A separate estimation of land value is needed for at least two reasons. Both the cost approach and
the building residual technique in the income approach require separate land value estimates.
When land value is subtracted from the total property value, the contributory value of the
improvements can be estimated. Another reason for a separate estimate of land value is that the
Revenue and Taxation Code requires an alocation of the total property value between land and
improvements.

APPLICATION OF THE APPROACHES TO VALUE

The three approaches to value are the cost approach, the comparative sales approach, and the
income approach. An important step in the appraisal process is the determination of the
appropriate method or methods by which the value will be estimated. Typicaly, the appraiser
considers three primary approaches to value. Each approach simulates the thought processes of
the typical buyer in a competitive market.

For a comprehensive discussion of the three approaches to value, please refer to Assessors
Handbook Section 501, Basic Appraisal.
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RECONCILIATION OF VALUE INDICATORS AND THE FINAL VALUE ESTIMATE

The final value estimate is the next step in the appraisal process. While the value estimate
represents an opinion of value, it should be a reasoned opinion based on verified market data.

The appraiser must estimate the present worth of anticipated future net benefits through one or
more of the three methods of processing data into value indicators—the comparative sales
approach, the capitalized income approach, and the cost approach.

Theoretically, the approaches to value should produce a fairly tight range of value indicators. In
practice, however, this rarely occurs. Significant differences frequently occur among the value
indicators, so to arrive at afinal estimate of value a reconciliation of the value estimates from the
approaches must be completed. Estimates should be reconciled using the criteria of:

The appropriateness of the approach given the purpose of the appraisal
The adequacy and reliability of the data available to perform the appraisal

Thefina estimate of value is not smply the arithmetic average of the value estimates produced by
the approaches utilized. Rather, the final value estimate must reconcile al available indicators
plus relevant market considerations. Reconciliation is the process of critically evaluating how
well each indicator reflects the factors influencing the value of the subject property. The appraiser
should weigh most heavily that indicator which best measures the type of benefits the subject
property yields. Data should be independently processed for each approach to value. No method
of appraisal should be forced to agree with any other method. An important consideration is that
each approach be objectively devel oped.

REPORTING THE FINAL VALUE ESTIMATE

This is the final step in the appraisal process where the appraiser presents a reasoned opinion
supported by factual data that can be independently evaluated by an observer. The narrative
portion centers around those facets of the appraisal process that are of particular relevance in
agricultural appraising.

PROPERTY USE

Highest and best use is not an absolute fact, but reflects an opinion of the best and most profitable
use of the property based on an analysis of prevailing market conditions. Highest and best use is
defined as:”

The reasonably probable and legal use of vacant land or improved property, which
is physically possible, appropriately supported, financially feasible, and that
results in the highest value.

® The Appraisal of Real Estate, 11th Edition, Appraisal Institute (Chicago, 1996), p. 50.
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The use of land can be restricted by existing crops or improvements. The highest and best use for
land is usually determined as though the land is vacant and ready to be put to its highest and best
use. If the property is improved (e.g., with structures, a permanent irrigation system, or living
improvements), analysis of the highest and best use as improved is aso important. Analysis of
current and potential uses resolves whether the property is currently being used for its highest and
best use or whether the current use should be changed. Among all reasonable or alternative uses,
the use that provides for the greatest return to the land is generally considered to be the highest and
best use of the land as though vacant.

A highest and best use analysis is necessary for the proper selection of appropriate agricultural
comparable sales for use in the three mgor approaches to value. Comparable sales must have the
same highest and best use as the subject property.

Highest and best use of the property as improved pertains to the optimal use that could be made of
aproperty including the existing crops or improvements. The inference is that the existing crops or
improvements should be retained in their current form as long as they contribute some market
value, or until the return from new potentia uses or improvements is greater than the cost of
removing the existing improvements and constructing new ones.

The establishment of a land's optimal use demands prudent analysis of al reasonable aternative
uses. Three significant points should be noted in estimating a property's highest and best use:

Surrounding land uses may not be indicative of optimal use
The existing use of the subject property may not be optimal

Current zoning and other governmental regulations may restrict a property's highest and best
use

When appraising agricultural properties, consideration must be given to whether the use of the
property is long term or interim. 1f not long term, then thought should be given regarding the type
of operation that will provide the greatest return to the land, such as conversion from row crop
land to vineyards or orchards.

An existing agricultural use may not be the highest and best use for the entire property, especialy
in areas of swift transition to residential or commercia uses. The present use, called an interim
use, usualy continues until transition to an aternate use is economicaly feasible. Agricultura
properties in transition from an interim to an aternate use illustrate the principle of consistent use
which asserts that land cannot be valued on the basis of one use and improvements valued on the
basis of another use. A corollary to the principle of consistent use involves appraising agricultural
property to determine market value. By virtue of the fact that market value represents the most
probable selling price, the final estimate of value should reflect the most probable utilization of the

property.

Current zoning ordinances may not be compatible with a property's theoretical highest and best
use. If the probability of a zoning change exists, the potentia effect on the subject property's
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market value should be considered (but see section 402.1, which establishes a rebuttable
presumption that current restrictions such as zoning will not be removed or modified in the
predictable future). Changes to zoning ordinances often trail behind current market activity and,
consequently, may conflict with the highest and best use for a particular agricultura property.

UNIT TO BE APPRAISED

Appraisal and market value concepts inherently involve a determination of the unit being
appraised. Section 51(d) defines the appraisal unit for real property as it relates to adjustments to
base year value. It states:

For purposes of this section, "real property” means that appraisal unit that persons
in the marketplace commonly buy and sell as a unit, or that is normally valued

separately.

This is the statutory basis for any determination of the appraisal unit. When a parcel of real
property changes ownership and requires a reappraisal for property tax purposes, the appraiser
must determine the unit commonly bought and sold in the marketplace. If an individua parcel is
purchased, then this comprises the appraisal unit. If active market participants typically buy and
sell multiple parcels (which form an economic unit), then this comprises the appraisal unit.
Market value for the multiple parcelsis determined and allocated among the respective parcels.

The appraisal unit must be determined in order to know the appropriate level of research and
market data to be obtained. For example, what is the unit if a dairy and a home on alot next to it
are sold? Is the unit the dairy and the house, or are the dairy and house two separate units? An
analysis of market transactions would determine what is typically bought and sold.

When the unit to be appraised is not clearly defined, the appraiser must make an informed
judgment based on the market data available in determining the proper unit. Decisions should be
the result of a factual consideration of probable ownership, use, and location. The appraiser's
decision should reflect the unit most likely to be sold if the property were exposed to the open
market. In a vineyard operation, the most probable unit is the vineyard as a whole except when
one parcel is used for an entirely different purpose; for example, a cold-storage facility. The
vineyard as a whole is often referred to as the unit concept and county assessors often use the unit
concept when appraising multi-parcel agricultural operations.

The preceding paragraphs have dealt with the problem of appraising agricultural property as a
unit, but property tax law requires a separate assessment of each parcel of property and, within
each parcel, separate assessments of land, improvements, and persona property. However,
statutes do not require separate appraisals of these different segments of a unit property. The
separate figures are, in the mgjority of cases, only an alocation of the total property value. (It is
important to make reasonable allocations because (1) some taxes and fees are levied on land only
or land and improvements only, and (2) correct base year values are critical in the case of removal
of an improvement or change in ownership of part of the origina unit.)
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The following examples are taken from actual appraisal situations encountered by county assessors
throughout California.

EXAMPLE - 1°

A father and son own atotal of nine individua parcels (containing a total of 980 acres with the
smallest parcel 40 acres and the largest parcel 320 acres) planted to row crops and almonds.
Each-The parcels has-havea distinct legal descriptions, separate assessor's parcel numbers, and
are located contiguoudy. The father and son operate as a partnership and share equipment,
improvements, water, and labor costs.

Unit To Be Appraised

In thisinstance, the smallest individua parcel (40 acres) is considered by the marketplace to be an
economic unit, and each individual parcel constitutes a separate appraisal unit and should be
valued accordingly. It would be inappropriate to combine the market value for the various
parcels, separated by ownership, and allocate the total market value over the total acreage owned
by each individual because of different cropping patterns, no unity of ownership, and divergent
values between row crop land and almonds.

EXAMPLE -2

A grower owns three contiguous parcels, one parcel contains 216 acres of peaches, one parcel
contains approximately 100 acres of prunes, and the third parcel contains 10 acres improved with
a 40,000 square foot cold-storage and packing facility. The storage facility serves the grower and
two other farmers. Larger parcels of agricultural farmland that are adaptable to agricultural
improvements or homesites sell for considerably less than smaller parcels.

Unit To Be Appraised
In this instance, there is an absolute unity of ownership and location. However, the cold-storage
facility constitutes a different use comprising an economic unit by itself so it should be valued
separately from the orchard operation. It would be logical to conclude that growers in the area
might seek additional orchard acreage for expansion but would not necessarily be in the market for
acold-storage facility.

EXAMPLE -3

A cattle rancher owns 26 separate parcels (mostly grazing lands on rolling land and foothills)
containing approximately 12,800 acres. Numerous parcels are not contiguous and in most cases
the parcels are bordered or enclosed by public lands administered by the United States Forest
Service and Bureau of Land Management. The rancher has contracts with the two governmental
agencies for limited grazing permits on adjacent noncontiguous federal land. Ranch sales might
include the transfer of the grazing permits.

® All examples throughout this manruathandbook are for demonstrative purposes only and are not meant to reflect |
conditionsin any part of the state.
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Unit To Be Appraised

Cattle and other livestock operations of this type could utilize public lands to make up an
economic unit. Depending on the policies of afedera administration, grazing permits may or may
not be issued and have no guarantee of transferability. The possessory interest created by a
grazing permit should be valued separately, not with the fee simple land, and solely on the basis of
the actua grazing that the government permits on an annual basis.

TooLSAND DATA SOURCES

Numerous general data sources are available to assist in the appraisal of agricultural property.
Some of the more readily available and useful data sources are discussed below.

U. S. GEOLOGICAL TOPOGRAPHIC SURVEY MAPS

United States Geological Survey (USGS) maps (commonly called "topo maps') are beneficial in
determining topography, location, and access for al areas throughout California. The mapsare 7.5
and 15 minute quadrangles. The scale on a 7.5 minute quad is 2.64 inches per mile; the 15 minute
guad has a scale of 1 inch per mile. The maps show the location of roads and waterways, and are
shaded by color to show forest areas and vegetation. The maps are available at the USGS western
regional officein Menlo Park, California.

AERIAL PHOTOGRAPHS

The Agricultural Stabilization and Conservation Service (ASCS) provides aerial photographs for
al farmable land in California.  The maps are based on a scale of 1" equals 660 feet, show
ownership lines, and in some cases provide field acreage. The maps assist in the location of
property lines, placement of improvements, tree counts, and identification of problem soil areas.
Land measurement utilizing aerial photographs requires caution because:

Errors may exist for any single photograph
Variationsin scale

Cameratilt

Terrain slope

A variation in scale is caused by the distance between ground level and aerial camera height.
Differences in aerial photo elevations will result in discrepancies in the photo scales and this in
turn would result in incorrect land measurements. Camera tilt results in inaccuracies along the
aerial photo edges. Terrain sope results in smaller than actual readings when the ground slopes
away from the camera, and larger than actual readings when ground slopes toward the camera.

The most accurate area of an aeria photo is the center portion, so all measurements should be
verified against that section. The maps are available through ASCS field offices.
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CROPPING INFORMATION

The Cdifornia Department of Food and Agriculture and the United States Department of
Agriculture periodically release crop yield reports for the State of Californiaand all counties. An
analysis of cropping patterns can assist in estimating and projecting future crop yields.

Both crop rotation and crop varieties have a noticeable effect on yields. The constant introduction
of new and more popular varieties frequently results in significant increases in yields. Crop
rotations affect long-term productivity, and periodically land needs to be removed from production
to liefalow. A crop rotation which takes this fact into consideration ultimately plays an important
role in obtaining optimal production yields. Soil capability, weather variations, and the effects of
technological changes directly influence yields and rotations. Knowledge of crop yields,
commodity prices, cultura costs, and cultural practicesisindispensable in agricultural appraising.
Appendix 2 lists numerous sources of information.

County Extension offices publish manuals, bulletins, and leaflets regarding crop rotations, crop
yields, and costs for various cultural practices. These publications provide an excellent starting
point for gathering income and expense data on a wide range of crops.

County agricultural commissioners are required to annually publish an agricultural crop and
livestock report for their county. The report presents statistical data pertaining to acreage, yields,
commodity and livestock prices, and the gross value of agricultural production in the county.

VALUE APPROACHES

Vaue equals the present worth of anticipated future net benefits. In order to measure the value of
future net benefits, three major appraisal methods for processing data into value indicators are
utilized. These include the cost approach, the comparative sales approach, and the income
approach. The applicability of each approach depends upon the nature of the market. If there
were always an abundance of market sales and comparable sale properties were close substitutes,
the comparative sales approach would be the only technique needed.

In the absence of sales of comparable properties, the other two approaches to value assume greater
importance. If the subject property is owned for the purpose of obtaining income through
agricultural production and there is an active market for agricultural properties, the income
approach usually becomes more reliable. If there are limited sales and insufficient rental data for
comparable properties, the cost approach assumes greater significance.

It is not always possible to utilize al three approaches to value in each individua appraisal. The
nature of the property, the nature of the market, and the availability of data will normally dictate
which approach(es) are most applicable. As single-family residential properties are infrequently
owned solely for their rental income, the cost and comparative sales approaches to value are most
appropriate. Agricultural and commercial properties may be appraised by utilizing all three
methods, but limited sales of similar comparable properties may make the cost and income
approaches the more reliable indicators of value.
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The appraiser, therefore, must analyze all data available on a property and utilize the most
applicable approach(es) in the appraisal. This procedure is supported by California Code of
Regulations, Property Tax Rule 3, which states:

In estimating value as defined in section 2, the assessor shall consider one or more
of the following [approaches to value], as may be appropriate for the property
being appraised. . . . (Emphasis added.)

Independent processing of available data will lead to separate indicators of value. The next step
is to reconcile the severa indicators into a final estimate of value. In the reconciliation process,
each indicator is reviewed and each critical estimate is re-analyzed. Consideration should be
given to any factors influencing vaue that are either not reflected or only partially reflected in the
indicators. The greatest weight should be afforded that approach which best measures the subject

property.

COST APPROACH

Sometimes referred to as the summation approach, the cost approach is the sum of the estimated
land value and the estimated cost new of the improvements less depreciation. The cost approach
to value is the most universally applied approach in the appraisal of property for tax purposes-and
Hs-net-difficult-to-understand-why. The replacement cost approach is the one approach that can
be applied to all improved properties (and personal property). Many properties are infrequently
sold and/or do not yield calculable money incomes, but costs have been incurred for al improved
properties. In addition, it is generally desirable to make a cost estimate in addition to using other
applicable approaches in the appraisal process.

California Code of Regulations, Property Tax Rule 6(a) directs when to use the cost approach:

The reproduction or replacement cost approach to value is used in conjunction with
other value approaches and is preferred when neither reliable sales data (including
sales of fractiona interests) nor reliable income data are available and when the
income from the property is not so regulated as to make such cost irrelevant. It is
particularly appropriate for construction work in progress and for other property
that has experienced relatively little physical deterioration, is not misplaced, is
neither over- nor underimproved, and is not affected by other forms of depreciation
or obsolescence.

Reproduction cost is the outlay required as of a certain date to replace an existing structure with an
exact replica. Thisvariant of the cost approach is of limited usefulness because it is frequently not
possible nor desirable to replace an existing structure with an exact replica due either-to the lack
of certain materials or trade skills, or because of the functional obsolescence of the older structure.

Replacement cost is the cost required as of a certain date to replace an existing structure with one
possessing equivalent utility. This concept is widely accepted in appraisal practice. The
appraiser must estimate not only replacement cost new, but also the accrued depreciation in the
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structure, which is the most difficult aspect of applying the replacement or reproduction cost
approaches.

For property tax appraisal purposes, depreciation is defined as the loss in value from any cause,
and it is the measure of the loss in value experienced by a property compared to a hypothetical and
similar property that has suffered no depreciation. Depreciation in the appraisal sense is the
difference between the present market value of improvements and their replacement cost new. To
estimate depreciation appraisers commonly refer to published "percent good tables’ which relate
ageto remaining value. Table depreciation includes normal amounts of physical deterioration and
functional obsolescence. The depreciation allowance must be modified if the property exhibits
above average or below average amounts of physical deterioration, and-functiona and/or external
obsolescence.

Functional obsolescence is aloss in value of a structure or item of equipment due to a decline in
capacity to perform the function for which it was intended. Functional obsolescence may be dueto
poor initial design, changing market tastes, or changes in construction techniques.

Adverse factors that are externa to the property being appraised cause external obsolescence and
alossinvalue. These externa factors usually affect more than one property in the area and cannot
be controlled by an individual property owner. External obsolescence may be caused by
environmental factors, illustrated by industria encroachment on a residential neighborhood, or by
the shifting of the basic means of employment away from a community. Losses in vaue
atributable to external obsolescence are usualy beyond the power of any one individual to
influence and cannot be cured by making changes to the subject improvement. This type of
depreciation affects both land and building values.

The concept of replacement cost has particular relevance for agricultural improvements because of
technological advances. Generally, older structures (Dakota style barns) are replaced by newer,
different style improvements with equivalent or superior utility.

Cost New Factors
Reliable cost data sources for agricultural appraising include the following publications which are
updated periodically to reflect changesin local and statewide costs:
Assessors Handbook Section 534, Rural Building Costs, published by the State Board of
Equalization
Marshall and Swift Commercial Cost Handbook
Independent Contractor Data

COMPARATIVE SALES APPROACH

The comparative sales approach may be defined as any approach that uses direct evidence of the
market's opinion regarding the value of a specific property. ldedlly, this approach involves an
opinion of value backed by the outlay of money—in other words, actual purchases of comparable
properties. In addition to actua transfers, the approach may consider listings, offers, options, and
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DRAFT Chapter 3

the opinions of owners, real estate agents, and appraisers as to the selling prices properties could
command.

The comparative sales approach is based upon the principle of substitution. It is presumed that the
sale price of a property will approximate the sale prices, and to a lesser degree, the listings,
offers, and appraisals of competitive substitutes. In a competitive market, al properties that are
close substitutes have approximately the same value. With a perfect degree of substitution and
strongly competitive market conditions, properties would have exactly the same value. Actualy,
no two properties or commodities are ever identical—all differ at least in location. However,
they may be reasonable substitutes if all relevant economic characteristics are similar.

Bargaining is characteristic of the rea estate market and most sales, even perfect economic
substitutes, frequently sell for different amounts. This is the nature of the real estate market.
Market values of rea estate are more redlistically described as a range of values rather than a
specific point. An appraisal establishes an expected range of value for a specific property and
hopefully, when the property transfers, the sale price will fall within the anticipated range of
values. For a comprehensive discussion of the comparative sales approach, please refer to the
Assessors Handbook Section 501.

In contrast to the cost and income approaches, the comparative sales approach offers direct rather
than indirect evidence of market value. It is the preferred method when there are sufficient sales
available to invite comparison with the subject property and the ability to adjust the selling prices
of the sold properties to make them truly comparable.

California Code of Regulations, Property Tax Rule 4, prescribes the manner in which appraisers
must apply the comparative sales approach. Severa conditions must be met:

Noncash consideration (e.g., persona property) included in the transaction must be
converted to its cash equivalent

Seller-paid loan points charged by alender must be deducted from the nominal sale price

Assumed loans, promissory notes, or other paper consideration must be converted to their
cash equivalents

The positive or negative value of alease encumbering the property at the time of sale must
be added to or subtracted from the selling price

The sale prices of comparable properties must be adjusted for any change in the price level
of this type of property between the time the sale price was negotiated and the date of
valuation of the subject property

Appropriate allowances for differences between the comparable properties at the time of
sale and the subject property on the vauation date, as to physica attributes, location,
enforceabl e restrictions upon use, anticipated income, and amenities must be made
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Market Units of Comparison

It is helpful to express the adjusted selling prices of comparable sales in terms of a unit selling
price that can readily be applied to the subject property. The most common unit of comparison in
agricultural appraising is price per acre, although comparisons may aso be made on the basis of
price per animal unit, price per ton, and price per cwt. (100 pounds). When analyzing available
data, it may be helpful to utilize more than one unit of comparison. These comparisons may be
used to determine whether there are consistent relationships between value per acre and value per
unit of production. After a price per unit of comparison has been established for al the
comparable sales, the indicated unit value is applied to the subject property to arrive at an
estimate of value.

Unit sale prices that have not been adjusted should not be applied directly to the subject property.
Once a unit price range based on a consistent unit of comparison has been ascertained for al the
comparable sales, a basis has been firmly established for calculating an appropriate unit value for
the subject property.

For instance, agricultural land sales can be expressed in terms of selling price per acre. Single-
family residential sales lend themselves to selling price per square foot of gross living areg;
commercia property sales are commonly expressed as selling price per square foot of net rentable
area; and sales of income-producing multi-family residential properties are commonly reduced to
price per unit, price per room, or price per square foot. Comparable sales must be judiciously
selected and adjusted before converting them into appropriate units of comparison.

Sale of Subject Property

When valuing property as the result of a change in ownership, section 110(b) and Rule 2(b)
provide a rebuttable presumption that the amount of monetary consideration or its equivalent paid
for real property sold isits "full cash value." If the assessor chooses to rebut the presumption, it
must be done by a "preponderance of the evidence" establishing that the consideration paid is not
market value. This rebuttable presumption does not apply to transfers of taxable possessory
interests, changes in control of legal entities through stock acquisition, transfers of partnership
interests, or any unreported transfers for which no change in ownership statement was timely filed.
Rule 2 dso requires that for transfers of more than one parcel, the purchase price must be
allocated among the sold parcels in proportion to the relative fair market value of each.

Application of the comparative sales approach includes identifying differences between the
comparable properties and the subject, quantifying the value impact of the differences, and
applying an appropriate adjustment technique. Significant differences between the comparable
properties and subject property are adjusted by increasing or decreasing the respective el ements of
comparison.

A determination of the significant differences between the subject property and the comparable
properties is basic for any appraisal analysis. These differences are the core issues that must be
addressed in the data analysis. Identifying the truly significant differences between the subject
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property and comparable properties provides the means to accurately measure the dollar value for
any difference to arrive at afinal value estimate.

The number of possible differences for any one appraisal is endless. All characteristics of the
subject and comparable properties are considered during the appraisal process, but the appraisal’s
main purpose is to identify and measure the differences that have the greatest effect on value as
recognized by the marketplace. Among the elements of comparison are:

Financing terms
Conditions of sale
Market conditions
Location

Physical characteristics

Income characteristics

Financing Terms

The sale price of a specific property may vary from that of an identical property because financing
terms differ between the two properties. Potential buyers of a property may be willing to pay
more than market value to assume an existing mortgage with favorable below-market financing
terms.

Agricultural properties are frequently sold on contracts of sale with minimal down payments and
sdler financing for the balance of the sdle price. An analysis of such a transaction must be
conducted to determine whether the financial arrangements are, in fact, a reasonable representation
of the marketplace and that the sale congtitutes a bona fide transaction. The best method for such
an analysis is to compare cash sales with seller-financed sales of comparable properties to
determine whether an adjustment to a seller-financed sale is necessary. |f there is no apparent
difference between cash sales and seller-financed sales, no adjustment is necessary for those
seller-financed sales that are comparable to the typical seHter-finaneedcash sales. An aternative
method is to compare the terms of a seller-financed sae to the terms required by a commercial
lending institution. No adjustment is necessary for modest differences between commercia and
seller-financed terms, but adjustments must be made in accordance with Rule 4 if the differences
are significant.

Conditions of Sale

When sale conditions are atypical, the result may be a higher or lower selling price than would
occur in a norma market transaction. For example, a family member may sell agricultura
property to another family member (typical in farming families) at a reduced price. Estate and
income tax situations may also cause the price to vary from that price paid by other active market
participants.
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When atypical market conditions are detected in a comparable sales transaction, the sale should be
carefully correlated to the subject property. Since market-derived adjustments are more difficult
to make, the sale should not be used if possible. Frequently, a limited supply of recent, relevant
sales dictates that the transaction be used as part of the appraisal anaysis. However, any
adjustments made should only be done after careful research into terms of the sale, buyer and
seller motivations, and possible effects on the price paid.

Market Conditions

Market conditions, or time, actualy refer to changes in market conditions over the time period
between the date of sale and date of valuation. Market price levels may have remained static,
decreased, or increased. If changes in market conditions are evident, the reasons for this and the
amount of change need to be determined.

When sufficient appraisal data exist for a specific time period, trends can be identified and
measured by analysis of sales. Changes in other price level indicators over the specified time
period provides support for the available appraisal data and assist in refining conclusions drawn
from the data. Changes in price levels are usually expressed in percentage changes over time
periods which include monthly, quarterly, semi-annually, or annually.

By identifying and measuring changes in market conditions over time, comparable sales can be
adjusted to reflect the changes between the comparable sale dates and the date of the subject
valuation. Through this adjustment, the subject property and comparable sales are brought together
at a specific point in time, usually the date of the subject valuation, by establishing current price
equivalentsfor all comparable sales.

Location

When agricultural properties are situated within the same general region, location does not usually
have a mgjor effect on value. However, location related factors may vary among properties and
cause location to have a significant effect on value.

A location adjacent to urban markets or transportation facilities may be locational features that
greatly increase marketability.  Exceptionally good accessibility to markets or nearby
trangportation facilities may enhance a property's adaptability and provide it with a competitive
marketing edge.

Likewise, location may be afactor in highest and best use. A favorable location for an agricultural
property may afford potential for either agricultura or residential/commercial uses. In addition,
the location of a specific property may be preferred over other locations as a desirable place to
live.

The availability of property for agricultural uses due to zoning ordinances or restrictions must be
considered. By virtue of different zoning regulations, a property may possess a greater or lesser
capacity for productive uses or investment purposes compared to otherwise similar properties.
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When analyzing properties with different zoning ordinances, the possibilities of conditional uses
or variances, as well as the possibility of zoning changesin the general plan, must be considered.

Physical Characteristics

Physical characteristics account for the most extensive comparisons among agricultural properties
and produce the greatest number of differences to consider. There are two kinds of physica
characteristics, the first being land improvements which include:

Size
Shape
Soil
Water

Topography
In the appraisal of an agricultural property, land improvements may be more significant than

building improvements, but all improvement differences between comparable sales and the subject
property should be considered and analyzed.

Building improvements usually require separate valuation and adjustments if their contribution is
significant to the value of the property. While adjustments for these improvements are made in the
comparative sales approach, the figures used may be derived by application of cost approach
techniques.

Agricultural properties generate income and comparisons and adjustments should be made on the
basis of their income characteristics. Anticipated potential gross income, anticipated operating
expenses, and anticipated potential net income (usually expressed in terms of dollars per acre) are
used for these adjustments. An analysis of these income characteristics affords indications of
anticipated net returns, which may provide a basis for comparison and adjustment in the
comparative sales approach.

There are severa acceptable procedures that correlate comparable sales to the subject property
and provide adjustments for the differences either on a percentage or a lump sum basis.
Differences between specific physical characteristics of the subject property and comparable sales
may be expressed by using comparative analysis phrases such as "superior,” "equal,” or "inferior."

Regardless of the method used to report the differences, percentage or dollar adjustments need to
be made for each difference considered significant to the value relationship between the
properties. In applying the comparative sales approach, the starting point is the price paid for
each comparable sale property. Each similarity and dissimilarity between the comparable sales
and the subject property under appraisa is estimated regarding how much difference the factor
makes as direct evidence of the market value of the subject property.

Once al the significant differences between the subject property and comparable properties have
been determined, any variations influencing property value need to be measured. The validity of
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the comparative sales approach depends on an adequate number of comparable sales that are
representative of the market and of their comparability to the subject property. In addition, it is
extremely important to be able to quantify the influence of any differences.

When measuring the effect of avariable, all other factors remain constant. Ideally, two sales with
only one difference between them could be located. The best example of this technique is the use
of a sale and resale of a specific property. Assuming no change in the character of the property
between sales, the only difference is the time period between sales. The difference in price, over
time, of the two sales should provide an indication of market trends.

Lacking resales (typical when appraising agricultural properties), a search must be conducted for
similar properties that sold at different times. With time as the only difference, a series of
comparisons can identify price trends over the time period represented by the comparable sales.
Once a conclusion has been reached regarding market trends, other significant differences between
the comparable sales and subject can then be isolated and measured.

This technique of sales analysis is applied to a 640 acre row crop operation with Class | soils.
Nine comparable sales have been identified and summarized below:

PrICE
DATE OF PER ACRE SoiL
SALE SALE PrICE ACRES CLASS

6months | $1,600,000 400 $4,000 | Class|
6 months | $2,252,250 585 $3,850 | ClasslI
4months | $2,310,875 665 $3,475 | Classlll
3months | $2,516,250 610 $4,125 | Class|
2months | $1,567,500 475 $3,300 | ClassllI
5months | $2,315,400 680 $3,405 | Classlll
4months | $1,831,200 480 $3,815 | Classl|
4months | $1,937,000 520 $3,725 | Classll
2months | $2,106,000 540 $3,900 | Class|

O ([0 |V |0 (01| |W|IN (-

Organizing the data in a spreadsheet or tabular form summarizes the differences that need to be
addressed. In this specific case, three possible variables are evident—time, size, and soil
classification.
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SALE NUMBER SALE DATE UNIT PRICE SoiL CLASS
1 6 months $4,000 Class|
4 3 months $4,125 Class|
9 2 months $3,900 Class|
2 6 months $3,850 Classl|
7 4 months $3,815 Class ||
8 4 months $3,725 Classl|
3 4 months $3,475 Classll|
5 2 months $3,300 Classl|
6 5 months $3,405 Classll|

Any influence of time is considered first, and an analysis of the above comparable sales does not
reveal any paired sales. In addition, all sale dates are sufficiently recent as not to require
consideration of any time adjustment.

The next step would be to observe the results for differences that might be a function of size.
However, in the above example, there does not appear to be any discernible pattern regarding the
Size and sale price of the comparable sales.

The last significant variable to be considered in the above example is the soil classification ratings
which account for al the differing physical characteristics of the subject and comparable sales. In
this particular instance, the groupings reveal afairly narrow range of values based on differences
in soil classfication. Although the above is just an example, it affirms the recognized fact that
market participants will generally pay more for better quality soils with greater adaptability.

The subject property's Class | soil isthe basis against which the sales are compared to measure the
influence of the variation on value. Based on the above, it would appear that the subject falls
within the value range from $3,900 - $4,125 per acre for Class | soils.

The final step in the comparative sales approach is to derive a single value indicator for the
subject property. Although no complicated reconciliation is required in this example, this step
aways involves some reconciliation of single or multiple value indicators, if appropriate.

In the above example, the subject property and al comparable sales consist completely of row
crop land. Frequently, properties will consist of land parcels with different soil ratings and
capabilities, each of which contributes to the overal value of the property. As a result,
comparable sales of similar properties may be scarce and the subject’s individual land segments
may have to be valued separately. |If the above 640 acre property had 75 percent Class | soils
(480 acres) and 25 percent Class 11 soils (160 acres), the sales used for comparison will have
different unit values. It would be appropriate to apply the indicated unit values (on a percentage
basis) for Class | and Class 111 soils if the comparable sales had a similar composition or ratio of
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soil classification. When the differences in soil composition vary significantly, a separate value
contribution must be determined for each component.

For example, a 640 acre economic unit with 160 acres of Class | soil, 240 acres of Class |1 soil,
and 240 acres of Class Il soil may be valued by comparing the different land parcels to similar
comparable sale properties with equivalent soil capability. The summation of the parcels
furnishes avalue indicator for the unit as follows:

Comparative Sales Value Indicator on a Per Acre Basis

Class | Soil 160 Acres @ $4,000 $640,000
Class || Soil 240 Acres @ $3,800 912,000
Class |11 Soil 240 Acres @ $3,400 816,000
Tota Land Vaue $2,368,000

The value indication in the above example is a summation of the estimated value contributions of
separate parcels. This summation technique may not reflect the way multi-parcel properties are
viewed by active market participants. A determination needs to be made whether the sum of the
individually valued parcels reflects a reasonable value for the economic unit from the market's
standpoint. The value indicator should generaly be reliable if the highest and best use of the
parcels is consistent with their contribution to the economic unit; if not, another approach to value
should be considered.

Another approach isillustrated below.

A row crop parcel of 320 acres contains 200 acres of Class | soil, 50 acres of Class Il soil, 50
acres of Class Il soil, and 20 acres of Class IV soil. A search of the marketplace presents five
comparable sales for analysis.

1. Comparable Sale 1: 180 acres of Class | soil, 130 acres of Class |1 soil, 10 acres of Class
Il soil, and 60 acres Class IV. Estimated building value $125,000. Sale price -
$1,380,000.

2. Comparable Sale 2: 180 acres of Class |1 soil. Sale price- $540,000

3. Comparable Sale 3: 40 acres of Class | soil and 40 acres of Class Il soil. Estimated
building value, $45,000. Sale price - $305,000.

4. Comparable Sale 4: 80 acres of Class | soil and 80 acres of Class Il soil. Estimated
building value, $150,000. Sale price - $710,000.

5. Comparable Sale 5: 70 acres of Class Il soil, 30 acres of Class 11 soil, and 60 acres of
Class IV soil. Estimated building value, $55,000. Sale price, $460,000.

The data could be arrayed in the following manner to indicate an overall subject value:
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SALE SoIL CLASSI SOIL CLASSII SoIL CLASssIII SoIL CLASSIV

1 $4,000 $3,000 $2,500 $2,000
2 --- $3,000 --- ---
3 $4,000 --- $2,500 ---
4 $4,000 $3,000 --- ---
5 --- $3,000 $2,500 $2,000

Subject Property $4,000 $3,000 $2,500 $2,000

Based upon values indicated by an analysis of the comparable sales, the value of the subject is

concluded to be:

200 Acresof Class | Soil @ $4,000/Acre
50 Acres of Class |1 Soil @ $3,000/Acre

50 Acres of Class |11 Soil @ $2,500/Acre
20 Acres of Class |V Soil @ $2,000/Acre

Total Vadue

INCOME APPROACH

The income approach to value is any method of converting an income stream into a value estimate.
It may be smple (rent or income multipliers, direct capitalization) or refined (residual techniques,

discounted cash flow analysis).

$800,000
150,000
125,000
40,000
$1,115,000

All of these methods can be referred to as "capitalization

techniques" because they convert a future income stream into a capital sum (present worth).

The income approach to value is a sensitive appraisal tool that requires careful application
because small variations in its several elements (rates, length of income stream, risk factor) will
be mathematically "levered" into wide ranges in capitalized earning ability.

The use of the income approach depends upon the validity of the following conditions:

Vaueisafunction of income and the property is purchased for the income it produces

Value depends upon the quality and quantity of the income stream and the investor demands

areturn of and on the investment

Future income is less valuable than present income, and the value of the property is the sum
of the present worth of its anticipated future net benefits

If any of these assumptions do not correspond to the reality of the property, the income approach to
value should not be given great weight as an indicator of the property's current market value.
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Value is a Function of Income

For the income approach to be appropriate, an agricultural property must be of a type that is
commonly bought and sold on the basis of its income stream, and the benefits that flow from the
property must be expressed in terms of money.

Whenever possible, all amenities (nonincome-producing aspects of ownership) should be
converted into an income equivalent. In addition, a capitalization rate derived from market data
and based solely on the money income produced by the property must be devel oped.

Care must be taken to impute income only to the real property elements of a property being
appraised. For instance, one would not value an agricultural roadside store and land by
considering the gross income from operating the retail store business itself. Business earnings
must be segregated from property earnings.

Value Depends Upon the Quality and Quantity of the Income Stream

The prudent agricultural investor estimates the size, shape, duration, and quality of a property's
income stream before purchasing it. Land (other than minera rights) theoretically generates
income forever, but improvements gradually wear out and cease to generate economic amounts of
income. It is essentia to project both the length and the shape of the anticipated future income
stream generated by an income-producing property.

The "quality" of an income stream refers to its certainty, how likely the investor will receive
income in the future. The greater the uncertainty of the income, the higher the rate at which the
income stream should be mathematically converted into alump sum.

Investors demand both a return of their investment and a return on it. These expectations are
accounted for as "amortization" or "recapture” and "yield." The cash portion of an income stream
identified as "yield" contains elements for time (waiting to receive the income), liquidity
(converting real property to cash), management, and risk (the probability of receiving the income
forecast).

Future Income is Less Valuable Than Present Income

The concept of value under the income approach is that the value of a property is the sum of the
present worth of its anticipated future net benefits. The sum of the present worth of the benefitsis
always less than the undiscounted sum of these future net benefits. Capitalization is the process of
discounting these future benefits to find present worth. In other words, the value of the property
today equals the investment required, when compounded periodically at a given rate, to generate
the same cash flow as the property.

The process of discounting future income to make it equivalent to the present value has three
components:

The amount of income

The discount rate
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The time over which theincomeisto be redized

If the value of the property being appraised is"V," itsincomeis "l," and the capitaization rate is
"R," their relationship can be expressed as.

vo L
R

If the capitalization rate including recapture is derived from a table of annuity factors, and the
factor "F" is aratio between value and annual net income, the formula would be modified to:

V=IxF

The precise method of capitalization should be determined by the shape of the income stream. The
income stream must be analyzed before proceeding to the mechanics of capitalization.

Applying the Income Approach for Property Tax Purposes - Rule 8

California Code of Regulations, Property Tax Rule 8, prescribes the conditions under which the
income approach to value may be applied. Subdivision (a) specifies that:

The income approach to value is used in conjunction with other approaches when
the property under appraisal is typicaly purchased in anticipation of a money
income and either has an established income stream or can be attributed a real or
hypothetical income stream by comparison with other properties. It isthe preferred
approach for the appraisal of land when reliable sales data for comparable
properties are not available. It is the preferred approach for the appraisal of
improved real properties and personal properties when reliable sales data are not
available and the cost approaches are unreliable because the reproducible property
has suffered considerable physical depreciation, functional obsolescence or
economic obsolescence, is a substantial over- or underimprovement, is misplaced,
or is subject to legal restrictions on income that are unrelated to cost.

Subdivision (b) states that in using the income approach, "an appraiser values an income property
by computing the present worth of a future income stream.” A complete description and practical
application of such computation is set forth in the rule.

Subdivision (c) establishes that the amount to be capitalized is the net return which a reasonably
well informed owner and reasonably well informed buyer may anticipate on the valuation date that
the taxable property existing on that date will yield, considering prudent management and subject
to any legally enforceable restrictions as such persons may foresee as of that date. As stated
therein:

... Net return, in this context, is the difference between gross return and gross
outgo. Gross return means any money or money's worth which the property will
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yield over and above vacancy and collection losses, including ordinary income,
return of capital, and the total proceeds from sales of all or part of the property.
Gross outgo means any outlay of money or money's worth, including current
expenses and capital expenditures (or annua allowances therefor) required to
develop and maintain the estimated income. Gross outgo does not include
amortization, depreciation, or depletion charges, debt retirement, interest on funds
invested in the property, or rents and royalties payable by the assessee for use of
the property. Property taxes, corporation net income taxes, and corporation
franchise taxes measured by net income are aso excluded from gross outgo.

Based upon the foregoing, while severance and other production taxes and/or permit fees are
deductible, property taxes and income taxes are not legitimate deductions from gross income, nor
are rents and royalties payable by the assessee for the use of the property.

Subdivision (d) states that:

In valuing property encumbered by a lease, the net income to be capitalized is the
amount the property would yield were it not so encumbered, whether this amount
exceeds or fals short of the contract rent and whether the lessor or the lessee has
agreed to pay the property tax.

Thus, the estimate of economic rent for income-producing property must be made without regard to
actual lease arrangements that may exist, including rent levels and property tax considerations,
since the objective is market value of the "unencumbered and unrestricted fee simple interest.”

Subdivision (€) recommends using income from property rental rather than business operation,
since income derived from operationsis more likely to be influenced by managerial skills and may
arise in part from nontaxable property or other sources. |If operating income must be considered,
sufficient income must be excluded to provide a return on working capital and other nontaxable
operating assets and to compensate unpaid or underpaid management.

Subdivision (f) requires the inclusion of a property tax component, equal to the estimated future tax
rate for the area times the assessment ratio, in the capitalization rate for all property tax appraisals.

Subdivision (g) provides two means of developing a capitalization rate for property tax
appraisals.

By comparing the net incomes that could reasonably have been anticipated from recently
sold comparable properties with their sales prices, adjusted if necessary to cash equivalents
(the market-derived rate)

By deriving a weighted average of the capitaization rates for debt and for equity capital
appropriate to the California money markets (the band-of-investment method) and adding
increments for expenses that are excluded from outgo because they are based on the value
that is being sought or the income that is being capitalized
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In the former, the ratio of net income to adjusted selling prices of comparable sales is determined
and a range of yields or overal rates developed. Subdivision (g)(1) states that this method is
preferred when sales prices and incomes are available. In the latter, aweighted average of current
rates for debt and equity capital is developed (subject to the inclusion of a property tax
component).

Finally, subdivision (h) provides that income may be capitalized by the use of gross income, gross
rent, or gross production multipliers (derived by comparing sales prices of closely comparable
properties with their gross income, gross rent, or gross production). Subdivision (i) excludes
open-space lands and taxable possessory interests from certain provisions of Rule 8.

In properties used for agricultura production, the income approach is significant in the estimation
of value and primary attention is focused on earnings from the land and the annua cash flow from
agricultural production.

The basic steps in the income approach are as follows:

Estimation of typical rental data, crop rotations, yields, and average commodity prices

Estimation of potential gross income for the subject property based on either owner-
operator income or rental or lease basis

Estimation of expenses and deduction from potential gross income to obtain net operating
income (net income before recapture and taxes)

Selection of the appropriate capitalization method
Development of the appropriate capitalization rate or factor
Estimation of the subject property value and reconciliation of value indicators

The appraisal of agricultural properties presents two mechanisms for developing an income and
expense statement: owner-operator and landlord/tenant financial information. In addition,
landlord/tenant information falls within two separate categories. cash-rental lease agreements and
share-crop agreements.

ESTIMATION OF POTENTIAL GROSSINCOME

CASH OR RENTAL LEASE AGREEMENTS

A cash or rental lease agreement specifies the terms and conditions under which a landlord will
grant the use of the property to atenant. The most important considerations for such an agreement
are the cash rent paid to the owner and payment terms, but additional factors are aso important.
Additiona factors include restrictions on property uses, duration of the rental lease agreement,
cancellation or escape clauses, required cultural practices, landlord payments for specified
production expenses, escalation clauses (percentage leases) when production exceeds specified
levels, adjustments if norma water supplies are not available, and designation of individuals
responsible for specific expenses associated with the property. Cash rents vary annually and
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provide a barometer of the agricultural economy. Rents or leases which have a specific contract
rent are typically negotiated for a one-year period. Although a specific parcel of land may be
rented or leased for a number of years, annual renegotiation of the agreement istypical.

SHARE CROP AGREEMENTS

Orchards, vineyards, and certain crops such as barley and wheat are usually leased under share-
crop agreements. Under the terms and conditions of such an agreement, the landlord receives a
specific share of the crops produced on an annual basis. The landlord's share varies by region and
type of commodity. Additional factors for consideration, which pertain to rental or lease
agreements, also pertain to share-crop agreements.

The landlord's participation in a share-crop agreement exposes the landlord to more potential
benefits—and potential risks—than cash rental or lease agreements. This point needs to be
considered when estimating economic rent and extracting yield or overall capitalization rates from
market transactions. If income estimates are based on share-crop agreements, the yield component
for the capitalization rate applied to that income estimate should be derived from share-crop
agreements. Conversely, income projections based on cash rental or lease agreements should be
capitalized with ayield component derived from rental or |ease agreements.

OWNER-OPERATOR INCOME

Owner-operator income refers to the total gross income earned by a farm or ranch operated by the
owner. Owner-operator income may include amounts attributable to superior management that
must be deducted, or it may be missing amounts attributable to noncash amenities that must be
added. Such additions and deletions are difficult to measure. Moreover, every expenditure must
be andyzed to make certain that long-term capital improvement costs are not deducted with
ordinary operating expenses.

When refining owner-operator income into net income, many expenses must be considered.
Expenses may include costs for tillage, seed, fertilizer, herbicides, pesticides, utilities, fuels,
water, salaries (including amount withheld for taxes, insurance, social security, etc.), and a return
on and of investment, property taxes, and/or license fees, etc., on such personal property as trucks,
tractors, and farm machinery. These expenses are in addition to normal expenses that include
management, maintenance, and insurance.

While the majority of owner-operatorsis a potential source for understanding the economics of the
operation, the use of an owner-operator income and expense statement is the most difficult method
for deriving net income. Owners and operators are encouraged to meet with the county assessor
periodically to present and discuss information relative to income, expenses, risks, and other
relevant information.

The better method, when such information is available, is to use renta information taken from
current, typical leasing agreements for similar properties.
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ANNUAL INCOME ESTIMATES

An appraiser should not consider the income from a single year's operation as being typica for all
years. Instead, the appraiser should study the cropping patterns, yields realized, commodity price
levels, and make the income projections based on actual cash or share rental rates in effect during
the past three to five years.” The appraiser should be familiar with trends expected in the future
and base the estimate of economic annual income on what the typical owner can reasonably
anticipate.

The preferred method for estimating annual economic income is through the anaysis of cash
rentals or leases if they are available in sufficient numbers. A second method, applicable for
areas where share-crop arrangements are prevalent, is to utilize the owner's share of the tenant's
crop production multiplied by the projected commodity price. Care should be taken to recognize
that prices generally move inversely with production and therefore estimates as to projected
commodity price should not be made separately from estimates as to the owner's share of the
tenant's production. Generaly, the most weight or reliance should be placed on recent data
Additional discussion on share rental analysis is provided in Part 1, Chapter 2, Share Rental
Anaysis.

ESTIMATION OF EXPENSES

To obtain the net income for an agricultural property, all expenses necessary to produce and
maintain the income stream and provide for management are deducted from the potential gross
income. Care must be exercised in the analysis of the expense statement to verify that all charges
included are directly related to the operation and management of the agricultural property and do
not include any improper expenses.

The expenses deducted from potential gross income should be compatible with the type of income
stream such as cash rentals, share-crop rentals, or owner-operator expenses. As stated earlier, a
landlord/tenant agreement is favored as the basis for the income and expense statement in
agricultural appraising.

The major expense items which should be part of any expense anaysisinclude:

Cultural and growing costs
Equipment expenses
Maintenance expenses
Labor expenses

Water and irrigation costs

" For aternate bearing crops, such as pistachios and olives, a four or six year commodity price analysis should be
considered; prices normally fluctuate greatly between light and heavy production years. This will give equal
consideration to high and low prices.
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Management fees
Insurance

Items which are not allowed and should not be included as part of an expense analysis include:

Depreciation

Mortgage expenses including amortization
Capitalized expenditures

Extraordinary expenses on anonrecurring basis
Interest expense on production loans
Additional principle repaid

Income taxes either personal or corporate

Property taxes (except when extracting a capitalization rate)

CULTURAL AND GROWING COSTS

Growing costs vary tremendously depending on the crop and cultural practices employed. Actua
expense histories provide excellent information for estimating these costs, and additiona
information can be obtained from agricultural extension services that publish articles relating to
the growing costs of almost any commodity.

MANAGEMENT FEES

Management fees pertain to those expenses typically incurred by owners for the management of
their property and include the monetary outlay for supervising the agricultural operation and
providing periodic inspections of the property; accounting, banking, and legal fees; and the cost of
negotiating and preparing the leases. Management fees are generally charged as a percentage of
the grossincome (2 to 5 percent) and can be reflected on a percentage basis.

WATER AND IRRIGATION COSTS

Water and irrigation costs are incurred to cover the annual operation, maintenance charges, and
debt repayment obligations for an irrigation district or water company. The charges can be based
on per-acre foot of water delivered, flat per-acre cost, or on a per-agricultural unit basis. Utility
pumping costs for well water must be considered and, in some cases, are prohibitive due to the
excessive energy costs to pump from deep wells.

MAINTENANCE

Maintenance expenses will include repair and replacement of all property improvements that
contribute to the income including buildings, crop storage facilities, equipment storage facilities,
irrigation and drainage system equipment including pumps and sprinkler pipe, bridges, fences,
trellises, and corrals. It must be determined during the course of the appraisal if maintenance
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levels are sufficient to adequately maintain all the improvements and, if not, additiona charges for
repair and replacement items should be incorporated into the expense statement.

LABOR EXPENSES

This expense category is difficult to calculate due to the seasonal nature of productive agriculture.
If adequate information is not available, an aternative is to obtain custom farm rates for the
various cultural practices including equipment, machinery, materials, and labor costs.

INSURANCE EXPENSE

Insurance expense pertains to any insurance category required to develop and sustain the income
stream for an agricultura property. It may include prepaid crop insurance (two to three yearsin
advance), vehicle and equipment insurance, and all insurance designed to cover personal injury.
In those instances where insurance is prepaid, the expense should be prorated on an annual basis.

PROPERTY TAXES

Property taxes are not appropriately deducted as an expense since this would presume that the
value being sought is aready known. Property taxes expense are appropriately handled by the
inclusion of atax component in the overall capitalization rate. However, property taxes should be
deducted from gross income estimates when determining net income for the purpose of deriving
capitalization rates.

MISCELLANEOUS EXPENSES

Extraordinary expenses (such as land improvement) are not considered deductible from the
expense statement unless they are incurred on a periodic and systematic basis. Typicaly,
permanent land improvement costs of this type contribute to increased land value and are expensed
as capital investments or improvements. Specia charges (water district special assessments) are
generaly considered appropriate expenses. However, special assessments based on a percentage
of market value should not be considered as deductible expenses and should be included as part of
the property tax component in the capitalization rate.

CAPITALIZATION RATES

Before the capitalization process can be completed, a determination must be made regarding the
appropriate capitalization rate. Capitalization rates may include components for yield, recapture,
and property taxes. Overall rates may be extracted from market sales by dividing the net operating
incomes from sold properties by the total sales prices or by weighting debt and equity capital
(band-of-investment method).

Generaly, rates for agricultural properties are lower than rates for commercial/industrial
properties due to noncash amenities and deferred income from property appreciation. While
potential noncash income/amenities may cause selling prices to increase, measurable net income
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may remain comparatively stable, resulting in lower rates of return than expected for properties
purchased for their current income-producing capability.

Any capitalization rate must be applied on the same basis from which it was extracted. To
illustrate, a rate derived from a sale with a constant level income stream should be applied in the
capitalization of a similar income stream. Similarly, a capitalization rate extracted from a sale
with a straight-line declining income stream should be applied in alike manner.

The following examples demonstrate methods and techniques used to extract capitalization rates
from sales with constant level perpetua incomes, straight-line declining termina incomes, and
level terminal incomes.

EXAMPLE |

This example illustrates the extraction of an overall rate from irrigated crop land sales. The
income stream is expected to remain level and perpetual .

SALE 1 SALE 2 SALE 3 SALE4
100 Acres| 80 Acres| 160 Acres| 140 Acres
Price $350,000 | $280240,0 | $450448,0 | $475434,0
00 00 00
Sales Price Per Acre $3,500 $3,000 $2,800 $3,100
Gross Rent Per Acre $210 $200 $175 $205
Anticipated Expenses (Including $65 $62 $58 $65
Replacement and Property Taxes)
Net Income $145 $138 $117 $140
Overdl Rate 0.041 0.046 0.042 0.045
(Net Income , Sales Price Per Acre)

Property taxes should not be directly deducted as an expense item when valuing property since
they result from the property value being sought. The tax expense is properly handled by adding a
tax component to the capitaization rate. Taxes should be deducted, however, from gross income
when finding net income for the purpose of deriving a capitalization rate.

EXAMPLE I

An 80 acre orchard improved with walnut trees with a 20 year remaining economic life recently
sold for $640,000. Vacant land sales indicate that $240,000 is a reasonable land value for the
subject. Potential gross income is $110,000 per year; anticipated annual expenses including
cultural practices, management, maintenance, insurance, harvesting, and property taxes are
$46,000; and net annual income before recapture is $64,000.
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1 A ratecan bedeveloped for a straight-line declining income premise for trees as follows:
Net Income Before Tree Recapture $64,000
Tree Recapture
$400,000 Residual Tree Value, 20 Years 20,000
Net Income $44,000
Indicated Yield Rate
$44,000 Net Income, $640,000 Sale Price 0.0687
2
3 Using the same example, assume that a constant terminal income stream is more appropriate for
4  recapture of the trees. Under these assumptions, a yield rate can be extracted through the use of a
5 financial calculator or through application of atrial and error method as follows:
6
TRIAL YIELD RATES
Say .085 Say.090  Say .095
Net Income Before Tree Recapture $64,000| $64,000| $64,000
Land Charge ($240,000 x Trial Rates) $20,400 | $21,600 $22,800
Tree Income $43,600| $42,400 $41,200
PW /P Factor (20 Years @ Trial Rates) 9.463 9.128 8.812
Indicated Tree Value $412,586 | $387,027 | $363,054
Indicated Total (Trees and Land) $652,586 | $627,027 | $603,054
7
8 The sales price of $640,000 falls between the rates of .085 and .090. An indicated yield rate of
9  0.0875 might be appropriate under the circumstances.
10 The above examples demonsdtrate that two different methods will result in substantialy different
11 rates. This variation occurs because of the different shapes of the projected income streams.
12 These examples demonstrate the need to accurately project potential net income and the necessity
13  to apply yield rates with the premise from which they were derived.
14 CAPITALIZATION TECHNIQUES
15 The components of capitalization include the income to be capitalized, the capitalization rate or
16 factor a which it is to be discounted, and the time period(s) over which the income is to be
17 redized. Theresult isthe present value of the expected income. The capitalization rate or factor
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must provide for both the return of the portion of the investment that declines in value (the
recapture) and for the return on the investment (the yield). The means of investment recapture
selected should reflect the expectations of buyers and sellers of agricultural properties. In
addition to providing for the return on and return of the investment, the capitalization rate includes
acomponent for property tax purposes.

DIRECT CAPITALIZATION

Direct capitalization is a method which converts a single year's income estimate into a value
indication in one step, either by dividing the income estimate by a capitalization rate or multiplying
it by an income factor. In direct capitalization no allocation is made between the return on and the
return of the investment. This method does not explicitly specify investor assumptions regarding
the return of and the return on the investment, the duration or income pattern, or changes in the
value of the investment. Rather, these assumptions are implicit in the rates or income factors being
used in direct capitalization. Income multiplier analysis is a variation of direct capitalization.
Direct capitalization has wide applicability to agricultural properties when land rental data are
available.

Direct capitalization of the total property net income has limitations. Since the overal rate does
not specify a return of the investment, the subject and comparable sales properties must be very
similar in many respects. ratio of land to improvements, remaining economic life, and physical
characteristics.

YIELD CAPITALIZATION

Yield capitalization is a method which converts a series of future benefits into an estimate of
present value by discounting each future benefit at a selected yield rate. Inyield capitalization, the
appraiser (1) estimates a holding period for the investment; (2) forecasts the expected future
income during the holding period; (3) estimates the reversionary value; (4) selects a yield or
discount rate; and (5) converts future benefits into an estimate of present value by discounting each
periodic income over the holding period. The periodic income streams may be discounted to
present value using financia or annuity tables that contain annuity factors.

Discounted cash flow (DCF) analysisis awidely used form of yield capitalization. DCF anaysis
is defined as the analysis of cash flow projections for each period of time that the property
produces income in order to compute its present value assuming a certain rate of return, or to
compute the internal rate of return indicated by periodic cash flows.

A series of payments made at equal intervals is known as an annuity. The present value of an
annuity is the sum of the severa separate periodic incomes, discounted to their respective present
worth.

The proper capitalization formulato use is a function of the shape of the income stream, which is
based on the perceptions of active market participants. The income stream must be analyzed
before proceeding to the mechanics of capitalization. While the methods of capitalization may
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differ because of variations in the nature of the income stream, or variations in the composition of
the capitalization rate, the basic principles of capitalization remain constant.

RESIDUAL TECHNIQUES

Residual techniques of income capitalization allow an appraiser to capitalize the income allocated
to an investment component of unknown vaue once al investment components of known value
have been satisfied. Residual techniques can be applied to the physical components of a property
(land and improvements) or to the financial components (debt and equity).

When using residual techniques, the appraiser (1) applies an appropriate capitaization rate
("appropriate” in terms of the risk and return expectations of active market participants) to the
value of the known component to determine the amount of income needed to support the investment
in that component; (2) deducts this amount from the total estimated market, or economic, net
income before recapture and property taxes (NIBR&T) of the subject property to derive the
residual income available to the unknown component; (3) capitalizes the residual income into an
estimate of value of the unknown component using an appropriate capitalization rate for that
component; and (4) obtains a value indication for the total property by summing the value of the
known component with the estimated value of the unknown component.

BUILDING RESIDUAL TECHNIQUE

The building residua technique is used when the value of the land is known but the value of
improvements is unknown. After processing the estimated economic income of the subject
property to the level of NIBR&T, the income imputable to the land (the land value multiplied by
the lan